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OUR COVER 


The number of estate tax returns filed, and the amounts of gross 
estate, taxable estate, and net estate tax reported on these returns 
reached new highs in 1959. 

The 55,685 estate tax returns filed during 1959 for citizens and 
resident aliens exceeded by 9,000 or 19.8 per cent, the number filed 
during 1957. Of the total number of returns, 38,515 were taxable and 
17,170 were nontaxable. 


Gross estate totaling $11,648 million was reported on returns for 
estates of citizens and resident aliens. This represented an increase of 
13.2 per cent over 1957. Taxable estate increased by 7.1 per cent to 
$4,651 million. The rise in taxable estate on these returns resulted in 


a record tax of $1,186 million, an increase of nearly 1 per cent over 
the $1,177 million reported in 1957. 


Among the credits permitted against gross tax liability, the credit 
for state death taxes declined by more than 10 per cent to $131.5 mil- 
lion. The decline reported for the credit, which by law increases pro- 
gressively based on size of taxable estate, was largely attributable to 
a sharp decline in taxable estates reported on returns with gross estate 
$5 million or more. The decline in taxable estate for these returns, 
amounting to $154 million, was accompanied by a decline of nearly 
$21 million in the state death tax credit. On the other hand, returns of 
smaller estates, those with gross estate under $5 million, indicated an 
increase in taxable estate amounting to more than $463 million. This 
increase in taxable estate was able to produce an increase in the state 
death tax credit of only $5.4 million. The over-all effect was thus a 
$309 million net increase in taxable estate, but a $15 million net 
decrease in the credit for estate death taxes. 


The graph on the cover shows the components of gross estate. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
*ontains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 





IN THIS ISSUE 


JULY 1961 Vol. 39 No. 7 
Tax-Wise News 563 


A department which reviews some of the interesting decisions of 
the last month’s parade of cases through the courts involving 
taxation. 


Washington Tax Talk 


Highlights of tax news from Congress and various departments 
and agencies involving taxation. 


World Economic Problems To Be Investigated 


The Transfer of Know-How to Controlled 
Corporations by H. Stewart Dunn, Jr. 


“Property” is a very comprehensive word. Its meaning is broad. 
It is comprehensive, complex and is divisible into different species, 
including physical things and intangible things, such as franchise, 
right of action and business good will. “Know-How” is therefore 
a property interest. This settled, under Section 351, next to be 
determined is what constitutes a transfer. 


Private Investment Abroad 


Estate Administration Planning by Justus G. Holzman 


This article reviews the basic laws to be considered in formulating 
estate administration plans and, while each man’s plan may be 
different, the author does provide many guide lines for the deter- 
mination of a plan of action in the light of all circumstances. 
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IN THIS ISSUE—Continued 


$600 Million Less for Government 


Is the Present Income Tax Law Equitable? by Malcolm Reed 


This author in his interesting style points out that it is up to the 
tax man, not the privileged groups, nor the Republicans, nor the 
Democrats, to lead the way in equitable tax reform. 


New Reporting Requirements on Foreign Subsidiary 
Operations of Domestic Companies by Burton W. Kanter 
This article discusses last year’s new law and the applicable 
Treasury regulations imposing reporting requirements of a domes- 
tic company’s foreign subsidiary. This is a paper from the 
University of Chicago’s recent seminar on tax planning for 
corporate executives. 


Federal Estate Tax News 


“One World" Concept v. Double Estate Taxes by H. William Callmann 


Double taxation in the field of estate taxes is of special complexity 
because of the variety of jurisdictional theories effective through- 
out the world, and even though for the past 15 years the United 


States has attempted a broad estate tax treaty program, cases of 
almost confiscatory double taxation may still occur. 


From the Thoughtful Tax Man by James R. Lyons 


This department this month presents a discussion of the tax on 
improperly accumulated earnings. 


State Tax News 


John A. Wilkie discusses income apportionment of the unitary 
construction business, beginning on page 620. 
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TAX-WISE NEWS 


THE REVERBERATIONS of a Supreme 
Court ruling on alimony are most likely to be felt throughout the 
separation-agreement-writing fourth estate. In everyday language, 
here is the rule: There is no provision for nondeductible child sup- 
port in an alimony agreement which specifies that payments to a wife 
are to be reduced upon the happening of an event such as the death 
or marriage of a child, or a child’s attaining majority. That means that 
if provisions for child support are left to inference, conjecture, guess- 
work—you name it—then deductions will not be denied on the ground 
that the payments are not alimony. Stated positively, child support 
provisions must be “specifically designated” or “fixed” before they will 
be lifted out of the class of deduction into which alimony payments 
customarily fall_—Lester, 61-1 uste J 9463 (S. Ct.). 


Consider the ramifications of this rule. A divorce agreement pro- 
vides that a monthly payment will be made by the husband to his 
former wife “for her support and for the support, maintenance and 
education of” a minor child, but if the wife remarries, then the amount 
of the payment is to be reduced. 

In this case the Tax Court says the Supreme Court’s Lester case 
compels a holding that payments made to the wife after she remarries 
are deductible as alimony, even though “there is cogent evidence from 
which it could be concluded that [part] of the weekly payment was 
intended as support for the child.”—-Dolan, CCH Dec. 24,881(M), TC 
Memo. 1961-165. 

Similarly, a tax-aware drafter of a separation agreement “preambles” 
that “it is the desire of the parties to enter into an agreement under the 
terms of which the husband, in recognition of his general obligation 
to support his wife, may discharge the legal obligation which arises 
out of the family and marital relationship.” Then the agreement pro- 
vides for a monthly payment to a divorced wife (for her and a child), 
to be reduced in the event of her remarriage. Again, payments made 
to that wife, even after her remarriage, were found to be deductible, 
the Tax Court feeling in this instance that “although the agreement 
lends itself to the inference that the amounts paid after remarriage 
were for the support of the child, Justice Douglas’ concurring opinion 
in Lester points out that such inference is not enough.”’—Bettison, CCH 
Dec. 24,886(M), TC Memo. 1961-168. 
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‘TAKING A VACATION “American Plan,” 
by any chance? You may save on excise taxes, if you do. A recent 
ruling provides that lump-sum payments for meals and lodging made 
by guests at a resort hotel which offered its facilities on the “American 
Plan”—meals included—are not in any measure subject to the cabaret 


tax. Floor shows and public entertainment might therefore come free 
from excise tax.—Rev. Rul. 61-106. 


THE INADVERTANCE of a bookkeep- 
ing error, the utter candor with which it was committed, and the par- 
ticular strain under which an inadequately trained bookkeeper may 
have been prodded to “get the books closed” did nothing to forestall 
imposition of a negligence penalty against a corporation. Of course, 
on the other side of the coin, the books never were audited by outside 
accountants ; tax returns were prepared by an attorney from unaudited 
records; and company officials, reviewing the returns, thought the 
profit ratio was about par for the course. But a penalty for the mis- 
taken omission of some $42,000 from income stood up in the Tax 


Court.—Leroy Jewelry Company, Inc., CCH Dec. 24,863, 36 TC —, 
No. 44. 


** BucKERS,” “FALLERS,” and “choker 


setters” from the Ninth Circuit might understandably be lost in the 
woods, so far as the deductibility of their travel expenses is concerned. 
These individuals, of course, are logging company employees who 
frequently use their private automobiles to get to and from a number 
of different job sites, usually for the same employer. A “bucker” some 
time back took his claim for a deduction of automobile travel expenses 
to the Tax Court and was turned down. The Ninth Circuit Court of 
Appeals, however, reversed the Tax Court, ruling that the employment 
at each location was temporary, and travel expenses were therefore 
deductible. The appellate court attached some significance to the fact 
that the “bucker” carried tools with him, necessary to his job.— 
Crowther, 59-2 ustc § 9607 (CA-9). 


So, not long ago, a “choker setter” (he’s a fellow who sees to 
the chaining up of felled trees and arranges for their hauling to cutting 
centers) presented a petition to the Tax Court involving facts identical 
to those in the Crowther case, except that the choker setter had no tools 
to transport. (So similar were the two cases that the two employees 
even resided in the same county in California and had almost equal 
distances to travel from their homes to job sites where living accom- 
modations were not available.) 


Result? The majority of the Tax Court chose to disagree with 
the Ninth Circuit, and travel deductions were denied. The employee 
was found to have been employed in a generally defined area. A\l- 
though job sites were relocated periodically by the employer, to treat 
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each new location as a temporary job would be to ignore the nature 
of the work and to “fragmentize” a continuous employment over an 
indefinite period. The tax home was the entire area within a reason- 
able radius of the places of work and all travel within this area was 
personal, nondeductible commuting expense. 


There was one dissent, on the ground that it is the duty of the 
Tax Court to follow the settled law of the controlling circuit. And 
there were three concurring opinions in which the thought was ex- 
pressed that the Crowther case was not controlling because, unlike the 
case under consideration, it involved transportation of tools, as well 
as transportation of the employee.—Mathews, CCH Dec. 24,880, 36 TC 
—, No. 48. 


Lien LAW does not generally make quite 
as interesting reading as a “whodunit” on a dark and stormy night, 
but here is a recently developed conflict between appellate courts that 
has interest and real practical effect, too. The Tenth Circuit recently 
ruled that the lien of a conditional seller—even if it be treated as 
the equivalent of a mortgagee’s lien—is not effective against a federal 
tax lien unless it is recorded. Therefore, an earlier recorded tax lien 
would have priority.—Diamond T Motor Car Company, 61-1 ustc { 9484 
(CA-10). 

That holding is at odds with the more popular view that Code 
Section 6323 does not require recording of a mortgage or of a condi- 
tional sale treated like a mortgage (Gauvey, 61-1 ustc J 9478 (CA-8). 
But the catch is in the Tenth Circuit’s reasons. That court felt that 
just as Code Section 6323 is designed to protect mortgagees (and 
conditional sellers) from secret federal liens, so too federal liens should 
not be subjected to secret private liens. Maybe that line of reasoning 
will point up the conflict (and whet the Commissioner’s appetite) to a 
sufficient extent that Supreme Court review will be granted. 


Last MONTH WE SPOKE of a “sheer 
equitable defense” prevailing in the Tax Court over the technical letter 
of the law on installment reporting. We mentioned the Ludlow case 
(CCH Dec. 24,784, 36 TC —, No. 6), where relief was granted a seller 
who mistakenly received more than 30 per cent of a purchase price 
in the year of a ‘sale. Now, it is the Fifth Circuit serving up equity 
in the matter of installment reporting, and oddly enough, it was the 
Tax Court which was reversed. 


The Fifth Circuit ruled that there are no set, formal requirements 
for the manner in which a taxpayer may elect to report income under 
the installment method. Therefore, if the intention so to report it 
existed at the time a return was filed, but through error, an election 
was not specifically made, a taxpayer should be allowed to amend his 
return, so long as a tax year is still open, and report income under 
the installment method.—Hornberger, Jr., 61-1 ustc {9453 (CA-5). 
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A JUDGMENT ON A PLEA of nolo con- 
tendere is not a “determination of guilt” for purposes of the Federal 
Rules of Criminal Procedure. Therefore, a motion in arrest of judg- 
ment on such an “I do not choose to contend” plea does not have to be 
made within the five-day period specified by the rules as the limit 
for motions following “determinations of guilt.” Four dissents, with 
the cryptic observation that the majority’s ruling that judgment on 
a plea of nolo contendere is not a “determination of guilt” is “out of 
tune with the long-accepted practice of both Federal and State courts.” 


—Lott, 61-1 ustec J 9504 (S. Ct.). 


S PEAKING OF WESTERN HEMISPHERE 
trade corporations may be reminiscent of the remark that Calvin 
Coolidge was perhaps the most renowned citizen ever to come out of 
Plymouth, Vermont. The news is significant, but the area of interest 
is somewhat limited. 


However, at the pace they have been maintaining of late, West- 
ern Hemisphere trade corporations are bound to command attention, 
and they can be tax-savers. Barber-Greene Americas, Inc. (CCH Dec. 
24,475, 35 TC 365), led a resurgence of this type of corporation into 
the tax news last December, when the Tax Court clearly enunciated 


that the formation of a subsidiary corporation for the express purpose 
of qualifying it as a Western Hemisphere trade corporation, with the 
special deduction of Code Section 922, is not proscribed tax avoidance. 
Almost simultaneously, the court of claims, in A. P. Green Export Com- 
pany, 61-1 ustc § 9103, probably went a little further. It said the lack 
of a significant investment abroad was of no moment in considering a 
corporation’s entitlement to the special deduction. If, under the title- 
passage test, which controls as to place of sale, title to goods passes 
at destinations outside of the United States and within the Western 
Hemisphere (and, of course, gross income tests of Section 921 are 
met), a corporation intentionally designed as a tax-saver may qualify. 


More recently, the Tax Court has construed the Commissioner’s 
regulation defining “incidental purchases” of a would-be Western 
Hemisphere trade corporation. Some of the joy of theretofore West- 
ern Hemisphere trade corporations’ successes in qualifying was dimin- 
ished by the regulation’s being upheld. The rule goes a considerable 
distance out of its way to exclude from “incidental purchases” the 
types of purchases (like ones which go into cost of sales) which many 
corporations would like to have classified as “incidental.” Yet, the 
Tax Court felt constrained to find that the rule, not palpably unreason- 
able nor inconsistent with the Code, should be upheld.—Topps of 
Canada, CCH Dec. 24,850, 36 TC —, No. 35. 
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WASHINGTON TAX TALK 


HE MONTH-LONG PUBLIC HEARINGS by the House Com- 

mittee on Ways and Means on the President’s tax law recommen- 
dations ended on June 9. The committee has been meeting in closed 
sessions to go over the testimony presented by the Treasury, govern- 
ment officials and taxpayer representatives. 

Tax counsel appearing before the committee gave little support 
to the President’s recommendations to Congress on April 20, 1961, 
to change the federal tax laws. Recommendations drawing the most 
criticism from taxpayer representatives were proposals to provide a 
tax investment credit as a method of stimulating investments in capital 
assets, the repeal of the dividend exclusion and credit, withholding on 
dividends and interest payments, and the elimination of tax deferral 
privileges on foreign income from developed countries and “tax haven” 
deferral privileges in all countries. 


Committee action on the majority of the President’s tax proposals 
is expected to be deferred until 1962 when the committee will once 
again take up its continuing study of a complete reform of the federal 
tax laws. The committee held extensive “tax reform” panel discussions 
in 1959 and 1960. 


Proposals which the committee may approve this year include 
withholding on dividends and interest payments and a requirement 
that taxpayer account numbers be placed on tax returns by taxpayers 
as a method of identification when the IRS automatic data procession 
(ADP) system is completely installed. Also expected to get com- 
mittee approval is a modified tax investment credit which would be 
computed on a flat percentage of total capital investments for the year, 
rather than computed on amounts above depreciation allowances taken 
for the year as advocated by the President. 


Self-Employed Individuals Retirement Bill—Once again the 
House has passed H. R. 10—The Self-Employed Individuals Retire- 
ment Bill of 1961. This bill, which will have trouble getting Senate 
approval this year, would permit self-employed persons to take tax 
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deductions for amounts set aside for 
retirement. Legislation similar to H. R. 
10 has been before Congress since 1948. 


The enactment of legislation in nu- 
merous states has lessened the value 
of H. R. 10 to professional groups. 
Under recent state enactments pro- 
fessional groups are permitted to as- 
sociate into organizations which can 
meet the requirements of the IRS 
Kintner regulation under 1954 Code 
Section 7701. This regulation sets out 
tests to be met by organizations to 
be eligible for setting up qualified 
retirement plans, mainly requiring 
them to have the characteristics of a 
corporation, such as continuity to life, 
central management and free transfer 
of interests. 


Associations of professional persons, 
such as doctors and lawyers, will re- 
ceive more tax benefits from a Kintner- 
type retirement plan, than under the 
provisions of H. R. 10, if enacted. 
H. R. 10 limits the annual tax-free 
contribution to a restricted retirement 
plan to $2,500 for each taxpayer, while 
contributions to plans set up under 
Section 7701, and receiving approval of 
IRS, may exceed this annual amount. 


Taxpayers benefitting from the 
passage of H. R. 10 would be self- 
employed persons who cannot form 
associations under the existing laws 
of their states which would meet the 
requirements of the IRS regulation 
under Section 7701. Self-employed 
persons whose businesses are of a 
nature which would not operate prop- 
erly as an association, such as small 
store owners or doctors or lawyers 
operating as one-man businesses, would 
also find the provisions of H. R. 10 
the only hope of setting aside retire- 
ment funds on a tax deferral basis. 


Joint study of transportation excise 
tax.—The House Committee on Ways 
and Means has directed the Interstate 
Commerce Commission and the Fed- 


eral Aviation Agency to make a joint 
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study on the effects of the 10 per cent 
excise tax on passenger fares on the 
financial condition of passenger car- 
riers. This study was directed by the 
committee after it turned down a 
committee member’s motion to elimi- 
nate the excise tax on passenger fares 
when it considered the annual exten- 
sion of existing corporate income and 
certain excise tax rates. 


This study, which will include con- 
sultations with Treasury Department 
and transport industry representatives, 
will also consider a proposal submitted 
to Congress by the airline industry. 


The airline industry proposal would 
eliminate the 10 per cent excise tax 
on railroad, bus and airline passenger 
tickets after July 1, 1961. Then, to 
help pay for the federally provided air 
navigation and safety aids, impose an 
“airway users charge” of 5 per cent 
on air passenger fares and a 1 per 
cent charge on air freight bills. 

The airline industry proposal is an 
alternate to one of the President’s 
tax recommendations to Congress this 
year which would place a new excise 
tax on jet fuel which is now tax free, 
and graduated increases in the tax 
rate on aviation gasoline as a method 
of recovering a portion of federal funds 
to be spent on aviation and air navi- 
gation facilities. 


Special Subcommittee on State 
Taxation of Interstate Commerce.— 
The House Judiciary Committee has 
appointed Mr. Murray Drabkin as 
Chief Counsel for its Special Subcom- 
mittee on State Taxation of Interstate 
Commerce, of which Congressman 
Edwin E. Willis (D., La.) is Chair- 
man. Also formed is an advisory 
group to the subcommittee. 


This special subcommittee is mak- 
ing a complete study of state taxation 
of interstate commerce and will re- 
port its findings and recommendations 


to Congress by June 30, 1962, for 
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whatever legislative action may be 
necessary. 

The study was authorized by Con- 
gress in Public Law 86-272 as a direct 
result of the Supreme Court’s decisions 
in Northwestern Cement Company v. 
Minnesota, 358 U. S. 450 (1959), 
Scripto v. Carson, 362 U.S. 207 (1960), 
and a number of subsequent cases in 
which the Court denied certiorari. 
These decisions involved the imposi- 
tion of income and use taxes by states 
on businesses engaged in interstate 
commerce, in which the Supreme Court 
upheld broad state taxing powers on 
interstate sales. 

Members of the advisory group 
which will assist the subcommittee 
are: Ernest J. Brown, professor of 
law, Harvard Law School, and chair- 
man of the group; Henry J. Griswold, 
Scovell, Wellington & Company, Boston, 
Massachusetts; Harold M. Groves, 
professor of economics, University of 
Wisconsin; Paul J. Hartman, profes- 
for of law, Vanderbilt University ; 
Samuel H. Hellenbrand, director of 
taxes, New Central Systems, New 
York, New York; Jerome R. Hel- 
lerstein, professor of law, New York 
University, and a member of Heller- 
stein & Rosier, New York, New York; 
sen F. Johnson, Deputy Assistant At- 
torney General (Revenue) of Georgia, 
and dean of the law school, Emory 
University; George S. Koch, tax man- 
ager, Standard Oil Company of New 
Jersey, New York, New York; Dix- 
well L. Pierce, secretary, California 
State Board of Equalization, Sacra- 
mento, California; and Raphael Sherfy, 
attorney at law, Turney, Major, Mark- 
ham, and Sherfy, Washington, D. C. 
and formerly associate head of the 
Legal Advisory Staff, Treasury De- 
partment. 


The Commissioner 


Commissioner of Internal Revenue 
Mortimer M. Caplin has appointed 
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12 outstanding tax men to his new 
Commissioner’s Advisory Group. This 
group will meet with the Commis- 
sioner periodically and present the 
“tax man’s” views of the effectiveness 
of IRS operations. 


“The Group will perform a most 
important service to the public and 
for the Internal Revenue Service,” 
Mr. Caplin said. “I shall ask them to 
suggest ways in which we can im- 
prove our service to taxpayers, to 
offer constructive criticism of our 
policies and procedures, and to advise 
us on a great variety of technical 
problems facing the Service in its ad- 
ministration of the tax laws.” 

Mr. Colin Stam, Chief of Staff of 
the Joint Committee on Internal Reve- 
nue Taxation, has agreed to attend 
meetings of this group and partici- 
pate in the discussions on an informal 
basis. Mr. Stam will be able to give 
the group the Congressional view- 
point of any suggested changes in 
IRS operations. 

Members of this new Commis- 
sioner’s group are: Hugh F. Culver- 
house, attorney at law, Jacksonville, 
Florida; H. Brian Holland, attorney 
at law, Ropes, Gray, Best, Coolidge, 
and Rugg, Boston, Massachusetts; 
Philip G. Johnson, certified public ac- 
countant, Philip G. Johnson and Com- 
pany, Lincoln, Nebraska; Donald H. 
Larmee, assistant vice president, Pull- 
man, Inc., Chicago, Illinois; Dana 
Latham, attorney at law and former 
Commissioner of Internal Revenue, 
Los Angeles, California; Merle H. 
Miller, attorney at law, Ross, McCord, 
Ice, and Miller, Indianapolis, Indiana; 
Leslie Mills, certified public account- 


ant, Price Waterhouse and Company, 
New York, New York; Seymour S. 
Mintz, attorney at law, Hogan and 
Hartson, Washington, D. C.; Joseph 
Pechman, economist, Brookings In- 
stitute, Washington, D. C.; Robert C. 
Plumb, certified public accountant, 
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manager of the tax departrnent, 
American Cyanamid Company, New 
York, New York; John Wilks Riehm, 
Jr., dean, school of law, Southern 
Methodist University, Dallas, Texas; 
and L. Hart Wright, professor of tax 
law, University of Michigan, Ann 
Arbor, Michigan. 


Simplification of tax forms for 1961. 
—The Internal Revenue Service tax 
form drafters are reviewing plans for 
Form 1040 and other tax forms for 
1961 which will be filed next year. In 
view of Commissioner Caplin’s in- 
structions to simplify tax forms where 
possible, the drafters are considering, 
among other alternatives, a two-page 
Form 1040 instead of the usual four- 
page form. To keep Form 1040 at 
two pages, all schedules now on pages 
three and four of the 1040 Form 
would have to be eliminated and sepa- 
rate schedules issued, similar to the 
separate schedules now used for Sched- 
ule C (Business or Profession), Sched- 
ule D (Capital Gains and Losses) and 
Schedule F (Farm income). 


Whether or not the IRS will be 
able to simplify its tax forms will 
largely depend on how many of the 
President's tax proposals are adopted 
by Congress this year. 


The Treasury 


Another special enrollment exami- 
nation for non-attorneys and non- 
CPA’s to practice before the Treasury 
Department will be held on September 
27 and 28, 1961. The deadline for 
filing applications to take this exami- 
nation is August 1, 1961. Applica- 
tions and other information can be 
obtained from any District Director 
of Internal Revenue office. 


Enrollment to practice is required 
of persons who wish to represent 
clients before any of the bureaus of 
the Treasury Department on tax mat- 
ters, as well as in certain other areas. 
Attorneys and CPA’s are enrolled 
upon application without taking this 
special examination. 


The Tax Court 

Tax Court Judge Norman O. Tiet- 
jens has been designated to serve as 
Chief Judge of the Tax Court of the 
United States for a two-year term 
starting on July 1, 1961. Every two 
years the judges of the Court elect 
from their membership a Chief Judge 
who assigns available judges to trial 
calendars, reviews all opinions writ- 
ten by the other judges, and appears 
before Congress on behalf of the Court. 


STUDY OF WORLD ECONOMIC PROBLEMS 


Representative Hale Boggs (D., La.), chairman of the 
Subcommittee on Foreign Economic Policy of the Joint Eco- 
nomic Committee, recently announced that Christian A. Herter 
and William L. Clayton will jointly direct an investigation of 
world economic and trade problems for the subcommittee. 


Mr. Boggs said: “The country and the whole free world is 
fortunate that Secretary Herter and Secretary Clayton are 
giving their time and immense experience to this effort to 
bring about better economic relationships between the nations 


of the Western World. The free world’s economic resources 
are vastly superior to those of the Communist World, but 
they must be organized to accomplish effective instruments 
of policy for the good of the free world and the defeat of Com- 
munism. Certainly, finding a foreign economic policy to meet 
the challenge is one of the foremost problems of our times.” 
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The Transfer of Know-How 
to Controlled Corporations 
By H. STEWART DUNN, Jr. 


The author is associated with the Washington, D. C., 
law firm of Ivins, Phillips & Barker. 


NE OF THE PREREQUISITES to tax-free exchange under 

Section 351 is that the transferors transfer property in exchange 
for stock. In the case of most business assets such as cash, machinery, 
equipment and accounts receivable, there are clear and long-established 
legal principles for determining whether a transferor or transferors 
have transferred a property interest to the transferee corporation. But, 
at the present time, there is considerable uncertainty as to whether 
a transfer of “know-how” constitutes a transfer of property under 
Section 351. This question is determinative of tax treatment on trans- 
fers of know-how to controlled domestic and foreign? corporations. 
It is also material in determining whether there is a sale of “know- 
how” which qualifies for capital gain treatment under Section 1221 
or Section 1231. 

Two factors have made the question of the tax consequences on 
a transfer of know-how for stock of major significance at the present 
time. First, many American corporations and individuals are cur- 
rently joining with foreign interests in forming new corporations in 
which the American parties transfer know-how for stock in the newly 
organized foreign corporation. Second, since approximately. June 1, 
1960, the Service has: suspended its prior practice of ruling that a 
transfer of know-how for stock may qualify as a tax-free exchange 
under Section 351. At the present time, the Service is studying the 
question of when and under what circumstances a transfer of know- 
how in exchange for stock may qualify under Section 351. Pending 





*In the case of a foreign transferee corporation the issuance of a favorable 
Section 367 ruling prior to the transfer is a prerequisite to qualification under 
Section 351. 
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completion of this study, the Service 
will not issue rulings under Section 
351 with respect to transfers of know- 
how although it will issue rulings un- 
der Section 367 where the transferee 
is a foreign corporation. Presumably 
this study by the Service will lead 
to the adoption by the Service of 
certain principles with respect to both 
taxable and nontaxable sales and ex- 
changes of know-how. If normal 
business expansion and development 
through use of know-how are not to 
be unreasonably thwarted, it is im- 
portant that standards are adopted 
which will permit the transfer of know- 
how to related companies to qualify 
under Section 351. 


Fundamentally, the questions raised 
by the Service’s study of this matter 
are: (1) What is know-how? (2) Is 
know-how a property interest? and 
(3) If know-how is a property inter- 
est, how may this property interest 
be transferred? It is submitted that 
there are existing relevant judicial 
and administrative decisions which 
establish standards under Sections 
351,1221 and 1231 that prevent evasion 
of tax but permit the use of know- 
how in accordance with standard 
business practices. 


Definition of Know-How 


Webster’s Dictionary defines know- 
how as “technical expertness and ac- 
cumulated practical skill in lining up 
a complicated operation for smooth 
and efficient execution.” However, 
for the purpose of this issue under 
study, it is doubtful whether any gen- 


* Patents: Edward C. Myers, CCH Dec. 
14,992, 6 TC 258 (1946), acq. 1958-2 CB 6; 
Watson v, U. S., 55-1 ustc ¥ 9455, 222 F. 2d 
689 (CA-10); Kronner v. U. S., 53-1 ustc 
{ 9235, 110 F. Supp. 730 (Ct. Cls.); Rev. Rul. 
58-353, 1958-2 CB 408. Trade names and 
trademarks: Seattle Brewing and Malting 
Company v. Commissioner, CCH Dec. 15,117, 
6 TC 856 (1946), aff'd per curiam, 48-1 ustc 
7 9135, 165 F. 2d 216 (CA-9); Rainer Brew- 
ing Company v. Commissioner, CCH Dec. 
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eral definition of know-how would be 
particularly enlightening. The tax 
consequences may vary with the type 
of know-how transferred to a con- 
trolled corporation. Accordingly, it 
is more meaningful to describe know- 
how by listing the various types of 
interest which are included within 
this term. Know-how includes pat- 
ents, trademarks, trade names, secret 
formulae and processes, blueprints, 
specifications, technical manuals, sam- 
ples, models and other technical infor- 
mation. 


Know-How as Property 


There appears to be general agree- 
ment that most, if not all, types of 
know-how are property. This prin- 
ciple may not be seriously challenged 
by the Service. Certainly both the 
courts and the Service have fully rec- 
ognized that patents, trademarks, 
trade names and secret processes are 
property for purposes of federal in- 
come tax.’ 


While the authorities on the prop- 
erty status of other forms of know- 
how such as blueprints, specification, 
models, technical data, etc., are not 
as numerous, the conclusion that such 
items are property appears to be 
equally clear. In the law, the defini- 
tion of property has always been 
broad and comprehensive. Citing nu- 
merous judicial authorities, Corpus 
Juris Secundum defines property in part 
as follows: “It is a very comprehen- 
sive word, having broad, comprehensive 
and exceedingly complex meanings, 
and is, perhaps the most comprehen- 


15,228, 7 TC 162 (1946), aff'd per curiam, 
48-1 ustc 99134, 165 F. 2d 217 (CA-9); 
Rose Marie Reid, CCH Dec. 21,806, 26 TC 
622 (1956), acq. 1956-2 CB 8; Reg. 1.1221-1 
(a) and (c); Rev. Rul. 55-694, 1955-2 CB 
299. Secret processes: Nelson v. Commis- 
sioner, 53-1 ustc J 9309, 203 F. 2d 1 (CA-6); 
Halliburton Oil Well Cementing Company v. 
Wiseman, 60-1 ustc 9328 (DC Okla.) ; Du 
Pont v. U. S., — F. 2d — (Ct. Cls., April 
7, 1961). 
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sive of all terms which can be used. 
. . . Property is divisible into dif- 
ferent species, including physical things, 
such as lands, goods, money; and in- 
tangible things such as franchises, 
patent rights, copyrights, trademarks, 
trade names, business good will, right 
of action, etc. . . .” 73 C. J. S., Prop- 
erty Sec. 1. These types of know- 
how, which are generally referred to 
as trade secrets or technical data, have 
been held to be property in several 
nontax cases.°® 


As in other areas of the law, trade 
secrets are property under tax law. 
In many cases, trade secrets are un- 
patentable inventions and, therefore, 
hold the same property status as pat- 
ents.* In fact, the Internal Revenue 
Code itself describes tangible and in- 
tangible know-how as property in 
Sections 861(a)(4) and 862(a)(4). 
These sections define rents and royal- 
ties from sources within or without 
the United States to include certain 
payments for the use of “patents, 
copyrights, secret processes and for- 
mulae, good will, trademarks, trade 
brands, franchises, and other like prop- 
erties.” (Italics supplied.) There is no 
reason to believe that Congress in- 
tended to exclude know-how from the 
term “property” under Section 351 
while describing know-how as “prop- 
erties’’ under Sections 861(a)(4) and 
862(a)(4).°. Furthermore, since the 
courts and the Service have frequently 
held that such intangible forms of 
know-how as trade names, good will 
and secret processes are property in- 
terests, there is no basis for a conten- 


* For a discussion and citation of some of 
these cases see “Know-How Licensing & 
Capital Gains,” Creed and Bangs, 4 Patent, 
Trademark, and Copyright Journal of Re- 
search and Education 93 (1960). 

* Edward C. Myers, cited at footnote 2. 

* See Section 7701(a)(1)(1) and 1 USC 1. 

*For example, Rollman v. Commissioner, 
57-1 ustc 9677, 244 F. 2d 634 (CA-4); 
Leonard Coplan, CCH Dec. 22,574, 28 TC 
1189 (1957), acq. 1958-2 CB 1; A. E. Hick- 
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tion that the more tangible forms of 
know-how such as blueprints, sam- 
ples, models, specifications, manuals, 
and technical data are not property 
interests. 


Transfer of Know-How 


In view of the relatively clear status 
of know-how as a property interest, 
it appears that the issue of primary 
interest is what constitutes a transfer 
of the shareholder’s or shareholders’ 
property interest in know-how to a 
controlled corporation for purposes of 
Section 351. The situations in which 
this issue is raised are of unlimited 
variety. But while the factual vari- 
ances are unlimited, it appears that 
one principle may be applicable to all 
such transactions in determining 


whether there has been a transfer of 
property for purposes of Section 351. 


In the case of patents, it is now 
well established that there is a sale 
or exchange of property interest in a 
patent when the transferee receives 
all substantial rights in the patents.® 
Under the rule of these cases and 
administrative rulings, a transfer by 
a license of the exclusive right to 
make, use and sell the patents for the 
full life of the patents is a sale or 
exchange of a property interest in the 
patents. This same principle, that 
there is a transfer of a property right 
when there is a transfer by license or 
assignments of the exclusive rights in 
the property, has been applied to 
trademarks and trade names’ and is 
the basis of the court of claims’ recent 





man, CCH Dec. 22,846, 29 TC 864 (1958), 
acq. 1958-2 CB 6; Roy J. Champayne, CCH 
Dec. 21,807, 26 TC 634 (1956), acq. 1958-2 
CB 5; Carroll Pressure Roller Corporation, 
CCH Dec. 22,594, 28 TC 1288 (1957), acq. 
1958-2 CB 4; Rev. Rul. 58-353, cited above; 
see Waterman v. Mackenzie, 138 U. S. 252, 11 
S. Ct. 334 (1891). 

*Thomas D. Armour, CCH Dec. 20,296, 
22 TC 181 (1954); Seattle Brewing and 
Malting Company, cited at footnote 2. 
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decision in DuPont v. United States.* 
The DuPont case is particularly in 
point on two issues: first, the court, 
although recognizing significant dis- 
tinctions between patents and secret 
processes, holds that the tax principles 
developed with respect to patents are 
applicable to trade secrets, and, sec- 
ond, the court holds that the key to 
whether there is a “sale” or “ex- 
change” of know-how is whether the 
transferee has received some exclusive 
rights in the property. 

In addition to effecting a transfer of 
the property interest in know-how by 
the transfer of the world-wide exclu- 
sive right to make, use and sell the 
particular know-how for the full life 
of the property, there is a transfer of 
a property interest in know-how or 
any other property when there is a 
transfer of all substantial rights in 
a distinct portion of the property in- 
terest. This general principle was 
established in tax law by the Supreme 
Court in Blair v. Commissioner.’ In 


the Blair case a taxpayer owning a life 
interest in a trust made various as- 
signments of a distinct portion of the 
life estate. The Court held that a life 
estate was a property interest for tax 
purposes and that, “the beneficiary 
may thus transfer a part of his inter- 


est as well as the whole.” Blair v. 
Commissioner, cited at footnote 9, at 
p. 13. In Rev. Rul. 56-221,?° a transfer 
by a fee simple owner of a life estate 
in the property was deemed to be a 





* Cited at footnote 2. 

*300 U. S. 5, 57 S. Ct. 330 (1937). 

* 1956-1 CB 58. 

"Geographical limitation: Vincent A. 
Marco, CCH Dec. 21,388, 25 TC 544 (1955), 
acq. 1958-2 CB 6; Rose Marie Reid, cited at 
footnote 2; see Waterman v. Mackenzie, cited at 
footnote 6. Industrial or commercial limita- 
tion: Merck & Company, Inc. v. Smith, 58-2 
ustc § 9959, 261 F. 2d 162 (CA-3); U. S. v. 
Carruthers, 55-1 uste J 9223, 219 F. 2d 21 
(CA-9); Watson v. U. S., 55-1 uste-¥ 9455, 
222 F. 2d 689 (CA-10); Kavanagh v. Evans, 
51-1 ustc $9228, 188 F. 2d 234 (CA-6); 
First National Bank of Princeton v. U. S., 
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transfer of a property interest in a 
distinct portion of the total property. 


The principle of the Blair case, that 
there may be a sale or exchange of 
property by the transfer of a distinct 
portion of the total property, is fully 
applicable to know-how. The exclu- 
sive right to make, use and sell pat- 
ents within a given geographical sector 
of a country or for one specific indus- 
trial or commercial use has generally 
been held to be a transfer of a prop- 
erty interest in the patents provided 
that the transferee receives the exclu- 
sive rights in the patents for the full 
life of the patents within such geo- 
graphical or commercial areas.*? In 
Vincent A. Marco,” an inventor granted 
one exclusive license in that portion 
of the United States east of the Mis- 
sissippi and a second exclusive license 
in that portion of the United States 
west of the Mississippi to another 
transferee. The Court held that both 
exclusive licenses constituted a sale 
of a capital asset. Initially, the Com- 
missioner non-acquiesced this decision,'* 
but he has reversed this position and 
has now acquiesced.** As cited in 
footnote 11, numerous cases have held 
that an exclusive license which is lim- 
ited to a specific industrial or com- 
mercial use of a patent is a sale or 
exchange of property. In the recent 
case of Estate of Milton P. Laurent, 
Sr.,)° the Tax Court held that an exclu- 
sive patent license limited to the 
parents’ use in gate valves was a sale 


56-1 ustc § 9203, 136 F. Supp. 818 (DC 
N. J.); Crook v. U. S., 55-2 ustc J 9736, 135 
F. Supp. 242 (DC Pa.); Lamar v. Granger, 
51-2 ustc J 9386, 99 F. Supp. 17 (DC Pa.); 
Milton P. Laurent, Sr.. CCH Dec. 24,202, 
34 TC —, No. 38 (1960); Arthur C. Ruge, 
CCH Dec. 21,688, 26 TC 138 (1956), acq. 
1958-2 CB 7; compare American Chemical 
Paint Company v,. Smith, 55-1 uste ¥ 9441, 131 
F, Supp. 734 (DC Pa.) ; See Reg. 1.1235-2(c). 

* Cited at footnote 11. 

* 1956-2 CB 10. 

* 1958-2:CB 6. 

* Cited at footnote 11. 
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of a capital asset. The Court supported 
its conclusion with the following quo- 
tation from the Third Circuit’s opin- 
ion in Merck & Company,Inc. v.Smith, 
“ ‘One who owns a single invention pat- 
ent may sell its use in a particular 
territory or industry, United States v. 
Carruthers (9th Cir., 1955) 219 F. 2d 
21, or for one industrial use only First 
National Bank of Princeton v. United 
States, (D. C. N. J. 1955) 136 F. Supp. 
818, 823-824.’ ” 


This principle has not only been 
limited to patents but has also been 
applied to other forms of know-how."® 
In Rose Marie Reid," a case in which 
the Commissioner has acquiesced, the 
Court stated at page 632: “An exclu- 
sive perpetual grant of the use of a 
trade name, even within narrower ter- 
ritorial limits than the entire United 
States, is a disposition of such trade 
name falling within the ‘sale or ex- 
change’ requirement of the capital 
gains provisions of the 1939 Code.” 

In fact, the only case which directly 
raised the issue of whether a transfer 
of certain types of know-how consti- 
tutes a transfer of property rights for 
purposes of Section 351 recognizes 
that a patent license which is limited 
to a portion of the United States is 
such a transfer of property.’* In this 
case a corporation taxpayer granted 
licenses to eight separate corpora- 
tions, each license being exclusive in 
a designated geographical area, in ex- 
change for stock in the transferee cor- 
porations. The Commissioner argued 
that no property interest had been 
transferred to the transferee corpora- 
tions for purposes of a predecessor 
of Section 351. The Court held: “The 
several grants are variously phrased, 
but upon the examination of them we 


conclude that each was intended to 
and did grant the exclusive right to 
make, use and vend the patented ar- 
ticles in the specified territory for the 
full term of the patents. They were, 
therefore, assignments. As such, the 
grants were property susceptible of 
exchange within the meaning of the 
taxing statutes.” 


Proposed Solution 


Based on the above, it would seem 
that the courts have, and the Treas- 
ury Department should, adopt the 
position in determining whether there 
is a transfer of property in a Section 
351 exchange that a transfer of know- 
how is a transfer of property when the 
transferee receives complete and ex- 
clusive rights to the know-how, or the 
exclusive rights to the know-how in 
a specific geographical or commercial 
area. Know-how property would in- 
clude patents, trademarks, trade names, 
secret processes and formulae, blue- 
prints, specifications, technical man- 
uals, samples, models, technical 
information and similar property. 


In order to be a transfer of an ex- 
clusive interest the transferor could not 
retain any substantial rights in the 
know-how within the designated area 
and the transferee would receive the 
property interest for the full life of 
the property. Determination of whether 
such exclusive interest was trans- 
ferred would be based on the agree- 
ment between the parties and all other 
relevant facts. Consistent with tax 
principles applied to patents, a trans- 
fer of an exclusive property interest 
in know-how could be terminated 
upon the occurrence of a condition 
subsequent, provided such condition 














“Trade names and trademarks: Rose 
Marie Reid, cited at footnote 2; Theodore E. 
Moberg, CCH Dec. 24,677, 35 TC —, No. 89 
(1961); Dairy Queen of Oklahoma, Inc., 58-1 
ustc § 9155, 250 F. 2d 503 (CA-10). Secret 
process and technical know-how: See Halli- 
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burton Oil Well Cementing Company v. Wise- 
man, cited at footnote 2. 

* Cited at footnote 2. 

* Claude Neon Lights, 
9574, 35 BTA 424 (1937). 


Inc., CCH » Dec. 
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subsequent was not under the control 
of the transferor.’® 


This proposed position appears to 
be the most correct and most reason- 
able solution to the question of when 
an exchange of know-how for stock 
in a controlled corporation is a trans- 
fer of property under Section 351. It 
is fully supported by numerous analo- 
gous judicial decisions and adminis- 
trative rulings. Furthermore, it appears 
to be a practical and workable stand- 
ard which is fair to both the govern- 
ment and the taxpayer. Under this 
standard, a domestic corporation or 
other person could qualify for Section 
351 treatment upon the transfer of 
know-how for stock in a foreign or a 
domestic corporation but only if it 
transferred all its rights in such know- 
how within the geographical area in 
which the foreign corporation is to 
operate or in distinct commercial uses 
within such area, Such a transfer of 
know-how would be recognized as a 
transfer of property but the know- 
how transferred could not be the sub- 
ject of a second transfer in the same 
area by the transferor. 

The adoption of any standard which 
is more restrictive could “boomerang” 
on the Treasury Department. Based 
on the numerous patent, trademark, 
trade name and secret process cases, 
it appears highly unlikely that the 
courts would sustain a standard which 
is more restrictive than the one herein 
proposed. An attempt by the govern- 
ment to impose a more restrictive 
standard would result in extensive 
litigation of this issue in which the 
government and the taxpayers would 
be taking their maximum positions. 
Presented with this situation, it is 
quite possible the courts would follow 
the lead of recent United Kingdom 





* Edward C. Myers, cited at footnote 2; 
Vincent A. Marco, cited at footnote 11; Roy 
J. Champayne, cited at footnote 6; Carroll 
Pressure Roller Corporation, cited at foot- 
note 6. 
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court decisions and hold that a trans- 
fer of know-how was an exchange of 
a capital asset even though the trans- 
feree received a non-exclusive inter- 
est in the know-how.”° Furthermore, 
an unreasonable restriction on the 
transfer of know-how under Section 
351 would lead to unnecessary dupli- 
cation of research and, in the case of 
domestic transferees, substantial re- 
search and development expense de- 
ductions with resulting loss of 
revenues. 


It is recognized that this proposed 
solution is not a panacea of all tax 
problems arising from the transfer of 
know-how. There is the problem of 
drawing the line between simply pro- 
viding technical assistance and the 
transfer of know-how property by 
oral transmission through technical 
experts. Also, consideration would 
have to be given to certain foreign 
laws which restrict the time period 
of assignments and to the application 
of the United States anti-trust laws. 
Nevertheless, it would seem that 
these problems can be resolved once 
the major principles of general appli- 


cation are established. 


Relationship 
to Sections 1221 and 1231 


It is reasonable to conclude that 
any standard adopted on this matter 
under Section 351 will be equally ap- 
plicable to Sections 1221 and 1231. 
The standard herein proposed would 
bar the application of Sections 1221 
and 1231 unless the seller permanently 
surrendered a distinct and separate 
proportion of his know-how property 
interest. Furthermore, many trans- 
fers of know-how would qualify under 
Section 351 which would not qualify 

* Evans Medical Supplies, Ltd. v. Morarty, 
37 Tax Cases 540-591 (1959), aff’d by House 


of Lords; Jeffrey v. Rolls-Royce, Ltd., 1 
W. L. R. 720 (1960). 
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under Sections 1221 and 1231 since 
these latter sections require the seller 
to hold the property for more than 
six months and not to hold the prop- 
erty for sale in the ordinary course of 
business. 


Conclusion 


The standard proposed is one which 
is supported by law and is both prac- 
tical and equitable. It is not the maxi- 
mum defensible position of either the 
taxpayers or the Commissioner but is 
based on existing and relevant judicial 
and administrative decisions. Fur- 
thermore, this standard would har- 
monize with the United States policy 
of checking the imbalance of the gold 
payments since a transfer of know- 
how to a newly organized foreign cor- 
poration would not involve an outflow 


know-how would produce an inflow of 
money. 


In accordance with the demands of 
fairness and established Internal Rev- 
enue Service procedure, this or any 
other new policy with regard to the 
tax treatment of know-how should be 
prospective only, and the policy of the 
Service which existed prior to June 
1, 1960, should be applied to all trans- 
fers of know-how which are made 
prior to an announcement of any new 
policy. 

The Service’s present position of 
not issuing rulings under Section 351 
on transfers of know-how for stock is 


seriously inhibiting desirable business 


It is to be hoped that a 
workable standard may be established 
on this matter at the earliest possible 


activities, 


of money but the earnings from such date. [The End] 


PRIVATE INVESTMENT ABROAD 
Private investment in manufacturing facilities abroad 
benefits the United States economy and contributes substan- 
tially to domestic employment. 
ness activity strengthens the execution of American foreign 
policy and tends to improve our international balance of 
payments. 


Moreover, such foreign busi- 


These and other findings appear in an extensively re- 
searched report filed by the Machinery and Allied Products 
Institute with the House Ways and Means Committee and 
published recently. 

Operating experience of capital goods manufacturers as 
indicated in the report shows that. investment in foreign sub- 
sidiaries and branch plants has opened and expanded export 
markets for products manufactured in the United States, thus 
increasing job opportunities for Americans and tax revenues 
for the United States Government. Case examples of mem- 
ber company experience are presented as typical of the bene- 
ficial results that flow from foreign investment. 

One company, cited in the report, found that 11 per cent 
of its employees in the United States owe their jobs to the 
company’s foreign operations. As in many other cases, the 
foreign subsidiaries have become important markets for com- 
ponents manufactured here. 

Many companies report that sales forces established by 
foreign subsidiaries created markets not only for the products 
of the subsidiaries, but for the United States parent company. 
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Estate Administration Planning 


By JUSTUS G. HOLZMAN 


The author is senior trust officer of 
The Marine Trust Company of Western New York in Buffalo. 


HAT IS NOW KNOWN as estate planning has existed, in 

some form or another, ever since man first acquired the right to 
have his property descend according to his own wishes. And, as one 
might expect, a great deal has been written concerning the planning 
of estates, particularly since matters of taxation have increased in 
importance. Equally important, although often relegated to a less 
conspicuous position, is the planning of the administration of an 
estate—the element necessary to carry out the intent of the testator 
with the full benefit of tax-saving possibilities. It is the purpose here 
to illustrate how a thorough plan for estate administration can embody 
some of these possibilities or, at least, obviate procedures which might 
otherwise prove to be costly from a tax standpoint. 


BASIS OF PLAN 


Practically every estate, regardless of size or how constituted, 
requires some planning in its administration. Also, for every estate, 
there is bound to be one plan which will produce greater all around 
benefits than any other plan. It is the responsibility of the executor 
to find that plan and make it work. This is a substantial undertaking 
because estate administration planning must contemplate the entire 
period of administration, and, in some instances, even a further period 
beyond the actual closing of the estate, Since the initial planning will 
usually be done in the early stages of the estate administration when 
a variety of pertinent factors. may still be unknown, the plan itself 
must be flexible and easily susceptible to modification as periodic 
reviews of the estate development make this practical. To assist him 
in formulating the plan, the executor has at his disposal certain statu- 
tory guides which are designated herein as “rules.” As will be seen, 
some of the rules allow the executor to exercise discretion; others are 
of a nondiscretionary nature and function automatically. These rules 
are outlined below. 
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Discretionary Rules 


Fiscal year.—The estate, being a 
new taxpayer, may adopt any taxable 
year which meets the requirements of 
Section 441.1. This means that the 
initial taxable period may be of less 
than 12 months’ duration, with a 
great deal of latitude in choosing the 
same.? Subsequent periods, however, 
with the possible exception of the 
final year of the estate, will be a full 
12 months, 


Joint return.—The executor and the 
surviving spouse may make a joint 
return of income for the taxable year 
in which the death occurs.’ The alter- 
native, of course, is a separate return 
for the decedent from the beginning 


of his normal taxable year to the date 
of death and a separate return for the 
surviving spouse for the entire nor- 
mal taxable year.* 


Medical expenses.—Expenses for the 
medical care of a deceased taxpayer 
which are paid out of his estate dur- 
ing the one-year period beginning 
with the day after the date of his 
death may be treated as paid by the 
taxpayer at the time incurred ° instead 
of as an obligation of the estate.* In 
other words, certain medical expenses 
may be used as a deduction on the 
decedent’s final income tax return or 
on the estate tax return.’ 


Alternate valuation.—The value of 
the gross estate may be determined 








*See Reg. Sec. 1.441-1(b)(3). Code Sec. 
441(b) (1954) defines taxable year as mean- 
ing (1) the taxpayer’s annual accounting 
period, if it is a calendar year or a fiscal 
year; (2) the calendar year, if the taxpayer 
keeps no books or does not have an annual 
accounting period, or if the taxpayer’s annual 
accounting period does not qualify as a 
fiscal year; or (3) the period for which 
the return is made, if a return is made 
for a period of less than 12 months. The 
term “calendar year” means a period of 
12 months ending on December 31 (Sec. 
441(d)), and a fiscal year means a period 
of 12 months ending on the last day of 
any month other than December (Sec. 441(e)). 
also Special Ruling dated 9/14/36, 
Special Ruling dated 3/15/43, and Rev. Rul. 
60-51 (1960-1 CB 169), 

* Note, however, that the first taxable year 
must be adopted on or before the time 
prescribed by law (not including extensions) 
for the filing of the return for such taxable 
year. See Reg. Sec. 1.441-1(b)(3). 

*1954 Code Sec. 6013(a). The joint re- 
turn is made with respect to the full tax- 
able year of the surviving spouse and the 
short taxable year of the decedent ending 
on the date of death. This is not possible, 
however, if the surviving spouse remarries 
before the close of his taxable year or if 
the taxable years of both spouses do not 
begin on the same day. In general, the 
joint return with respect to the decedent 
may be made only by his executor or ad- 
ministrator, An exception, however, is that 
the surviving spouse may make the joint 
return with respect to both himself and 
the decedent if no executor or administrator 


See 
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has been appointed, no executor or admin- 
istrator is appointed before the last day 
for filing the return of the surviving spouse, 
and the decedent made no return for the 
taxable year. See Sec. 6013(a)(3) and 
Reg. Sec. 1.6013-1(d). 

*See 1954 Code Sec. 443 concerning re- 
turns for a period less than 12 months, and 
note that when a death causes the husband 
and wife to have different taxable years, 
a joint return, for purposes of Sec. 443, 
is treated as though the taxable years of 
both spouses ended on the close of the 
surviving spouse’s taxable year. See Sec. 
6013(c). 

51954 Code Sec. 213(d). 

* Medical expenses incurred by the de- 
cedent and unpaid at the time of his death 
are in the category of claims against the 
estate, with regard to which 1954 Code Sec. 
2053(a)(3) allows a deduction in arriving 
at the taxable estate of the decedent. 


*In order to use the medical expenses on 
the decedent’s income tax return there must 
be filed in duplicate with the decedent’s 
return (1) a statement that such amount 
has not been allowed as a deduction under 
Sec. 2053 and (2) a waiver of the right 
to have such amount allowed at any time 
as a deduction thereunder. See Reg. Sec. 
1.213-1(d). Although the Code and regu- 
lations are silent on the matter of allo- 
cation of such medical expenses between 
the income and estate tax returns, it ap- 
pears to be Internal Revenue Service policy 
to allow this, such being consistent with 
the treatment accorded administration ex- 
penses which is discussed below at page 590. 
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by valuing all the property included 
in the gross estate as of the time of 
decedent’s death * or (1) in the case of 
property distributed, sold, exchanged 
or otherwise disposed of within one 
year after the decedent’s death, as of 
the date of distribution, sale, exchange 
in the 
case of property not so distributed, 


or other disposition, and (2) 


sold, exchanged or otherwise disposed 


of, as of the date one year after the 
decedent’s death.° 


Administration expenses.— Amounts 
allowable as administration expenses 
within the meaning of Section 2053(a) 
(2) may be utilized as a deduction in 
computing the taxable income of the 
estate (fiduciary return) or as a de- 
duction in computing the taxable estate 
of the decedent (estate tax return).’° 
Such amounts may also be allocated 

*1954 Code Sec. 2031. 

* 1954 Code Sec. 2032. 
55-333 (1955-1 CB 449). The election to 
use the alternate valuation must be made 
by the executor on a timely filed estate 
tax return (within 15 months of death, or 
as extended, see 1954 Code Sec. 6075(a)). 
It applies to all the property included 
in the gross estate and not just a portion 
thereof. 





See also Rev. Rul. 


No election can be exercised, and 
no previous election can be changed, after 
the expiration of such time period. See 
Reg. Sec. 20.2032-1(b), 2. 

* The executor has this option even though 
such expenses are generally chargeable to 
principal and would ordinarily be taken as 
estate tax deductions. See Code Secs. 2053(a) 
641(b), 642(g), and 212 and Reg. Sec. 
1.642(g¢)(1). The Sec. 2053(a)(2) “admin- 
istration expenses” are the expenses actually 
and necessarily incurred in the administra- 
tion of the decedent’s estate (that is 
lection of payment of debts, 
property). Such 
include executor’s commissions, attorney’s 


col- 


assets, and 


distribution of expenses 
fees, and such miscellaneous items as court 


costs, surrogates’ fees, accountants’ fees, 
appraisal fees, clerk hire and brokerage fees 
for selling property in order to pay debts, 
taxes and administration and to 


preserve the distribution. 
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estate or effect 
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between both the fiduciary and estate 
tax returns."? 


Nondiscretionary Rules 

Separate taxable entity.—In general, 
an estate is treated as a separate tax- 
able entity, its taxable income being 
computed in the same manner as in 
the case of an individual, and the de- 
ductions allowable to it being most of 
the deductions and credits allowable 
to individuals.** However, there are 
special rules for the computation of 
certain deductions and for the allo- 
cation between the estate and the 
beneficiaries of certain credits and de- 
ductions.?* In addition, an estate is 
allowed to deduct, in computing its 
taxable income, certain deductions 
relating to distributions to beneficiar- 
1es.14 

Deductions for estate tax return 
only.—Certain expenses, such as funer- 





Also included are expenses for preserving 
the estate such as storing and maintaining 
property of the estate if it is impossible 
to effect immediate distribution to the bene- 
This will not include outlays for 
additions or improvements, and the dura- 
tion of the expense must be no longer than 
the executor is reasonably required to retain 
the property. (Reg. Sec. 20.2053-3.) Note 
that when these items are used as income 
tax deductions, Sec. 642(g) requires the 
filing of a statement that the amounts have 
not been allowed as estate tax deductions 


ficiaries. 


and a waiver of the right to have the amounts 
any tithe. Note, too, that 
1954 Code Sec. 2054 losses are treated in 
the same manner as these Sec. 2053(a)(2) 
expenses. The Sec. 2054 
losses are those incurred during the settle- 
ment of an estate arising from fires, storms, 
shipwrecks, or other casualties, or from 
theft. See also 1954 Code Sec. 165(c)(3). 

™See Reg. Sec. 1.642(g) (2). 

*™See 1954 Code Sec. 641(b) and Reg. 
1.641(a) and (b). One main excep- 
tion is that an estate is not able to utilize 
the standard deduction (1954 Code Sec. 
142(b)). See also 1954 Code Sec. 6012(a). 

1954 Code Sec. 642. 

* 1954 Code Sec. 661. 


so allowed at 


administration 


Sec. 


® TAXES —The Tax Magazine 





al expenses,’® administration expenses 
in connection with tax-exempt income,’® 
and some claims against the estate," are 
allowable only as deductions from the 
gross estate in computing the amount 
of estate tax payable.** 

Deductions in respect of decedent.— 
Deductions for taxes, interest, busi- 
ness expenses and other items accrued 
at the date of a decedent’s death are 
allowable as a deduction for estate 
tax purposes as claims against the 
estate *® and are also allowable for 
fiduciary income tax purposes as de- 
ductions in respect of a decedent.*° 
The result of this is to make available 
a double deduction.*' 


Income in respect of decedent. - 


Items of gross income to which a 


decedent was entitled at the time of 
his death, but which were not prop- 
erly includible in his income at or 


prior to his death, must be included 
in the gross income of the fiduciary 
or other recipient for the taxable year 
when received 7? and must also be in- 
cluded as a part of the gross estate.** 
Each such item has the same charac- 
ter in the hands of the recipient as it 
would have had in the hands of the 
decedent if he had lived to receive it.** 


Distributable net income. — Distri- 
butions from an estate are includible 
in the gross income of beneficiaries to 
whom paid, the amount being limited 
to a figure computed with regard to 
the distributable net the 
Distributable net income is 
defined as the taxable income of the 
estate computed with certain modifi- 


income of 
estate.*° 


cations relating to deductions for dis- 


tributions and personal exemption, 


capital gains and losses, dividend ex- 





* This includes reasonable expenditures 
for a tombstone, monument, or mausoleum, 
or for a burial lot, either for the decedent 
or his family, including a reasonable expendi- 
ture for its future care. The cost of trans- 
portation of the person bringing the body 
to the burial place would also be deductible 
as a funeral expense. See Reg. Sec. 20.2053-2. 

“The portion of any administration ex- 
pense attributable to the earning of tax- 
exempt income, which, except for such 
allocation would be deductible by a de- 
estate for income tax purposes, 
is allowable as a deduction for estate tax 
purposes. See Rev. Rul. 59-32 (1959-1 CB 
245). The other Sec. 2053(a)(2) admin- 
istration expenses (those which are not ex- 
clusively estate tax deductions) are discussed 
with regard to discretionary rule #5. 

* Such claims against the estate would 
be personal obligations of the decedent ex- 
isting at the time of death, whether or not 
then matured. This would also include, 
with certain limitations, charitable 
pledges or subscriptions and such items as 
unpaid federal income taxes and unpaid 
gift taxes. Similar claims against the es- 
tate which qualify under 1954 Code Secs. 
162, 163, 164 or 212 are deductible for es- 
tate tax purposes and for income tax purposes 
and, thus, are included under nondiscre- 
tionary rule #3, below. See Reg. Secs. 
20.2053-4, 20.2053-5, 20.2053-6(f), and 20.2053-6 
(d). 


cedent’s 


some 
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* See, generally, 1954 Code Sec. 2053 and 
the discussion at page 590, below. 

® 1954 Code Sec. 2053(a)(3). 

* See footnote 17. See, 
Sec. 691(b). 

** Another example of a double deduction 
is property taxes accrued death 
which constitute an enforceable obligation 
of the decedent at the time of death. See 
Reg. Sec. 20.2053-6(b). Note that the pro- 
hibitions of 1954 Code Sec. 642(g) specifi- 
cally are made inapplicable to the Sec. 691 
deductions in a decedent. 

* 1954 Code Sec. 691(a). Such income 
includes (1) all accrued income of a de- 
cedent reported his income by use 
of the cash receipts and disbursements 
method; (2) income accrued solely by rea- 

of decedent’s case of a de- 
decedent who income by use 
of an accrual method of accounting; and 
(3) income to which the decedent had a 
contingent claim at the time of his death. 
See Reg. Sec. 1.691(a)-1(b). 

* 1954 Code Sec. 2033. Note, however, 
that provision is made in 1954 Code Sec. 
691(c) for the person who is taxable on 
such income to take as a deduction, the 
estate tax paid by reason of its inclusion 
in the estate (after adjusting for 
related deductions). 

* 1954 Code Sec. 691(a) (3). 

*® See 1954 Code Sec. 662. 


1954 Code 


alse , 


before 


respect of 


who 


death in 
reports his 


son 


certain 





clusion, and others.** If the benefici- 
ary’s taxable year is different from 
that of the estate, the distribution is 
included in his income for the taxable 
year within or with which the taxable 
year of the estate ends.?” The amounts 
distributed have the same character 
in the hands of the beneficiary as in 
the hands of the estate.”* 


Excess deductions. — If, when the 
estate terminates, it has certain de- 
ductions and loss carryovers in excess 
of its gross income for the year, then 
such excess deductions and loss carry- 
overs can be passed on to the bene- 
ficiaries succeeding to the property of 
the estate who in turn utilize them as 
deductions.”® 


Basis of property acquired from de- 
cedent.—The basis of property in the 
hands of the person acquiring the 
property from a decedent is the fair 
market value of the property at the 
date of decedent’s death or, if the 
alternate valuation was adopted, at 
the date of such alternate valuation.” 


Period of administration.—The pe- 
riod during which an estate is treated 





* The details of this can most readily be 
ascertained by examining 1954 Code Sec. 
643. 

* See 1954 Code Sec. 662(c). 

* See 1954 Code Sec. 662(b). 

* 1954 Code Sec. 642(h). The excess 
deductions do not include deductions for 
personal exemptions or charitable contribu- 
tions and are allowable only in the taxable 
year of the beneficiary in which or with 
which the estate terminates (regardless of 
whether the year of termination is of nor- 
mal duration or a short taxable year). Such 
deductions are classified as itemized deduc- 
tions only—available for computing taxable 
income but not for computing adjusted gross 
income. See Reg. Sec. 1.642(h)-2(a). The 
term “beneficiaries succeeding to the prop- 
erty of the estate” is defined in Reg. Sec. 
1.642(h)-3(a) as meaning “those beneficiaries 
upon termination of the estate or trust who 
bear the burden of any loss for which a 
carryover is allowed, or of any excess of 
deductions over gross income for which a 
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as a separate taxable entity, the period 
of administration or settlement, is the 
time actually required by the adminis- 
trator or executor to perform the 
ordinary duties of administration, 
such as the collection of assets and 
the payment of debts, taxes, legacies 
and bequests. The period of adminis- 
tration cannot be unduly prolonged, 
but it can be either longer or shorter 
than the period specified under ap- 
plicable local law for the settlement 
of estates." 


These rules, both discretionary and 
nondiscretionary, establish the basis 
for planning the administration of an 
estate. Their application and inter- 
play can best be explained and under- 
stood by reference to examples. Thus, 
the following hypothetical situations 
have been set forth with this in mind 
and in order to manifest the impor- 
tance of the rules as they are thought 
of in conjunction with such facts as 
the value of the taxable estate, the 
amount of income generated by the 
estate, the tax status of the beneficiar- 
ies, and the matter of administration 
expenses. 





deduction is allowed, under Sec. 642(h).” 
Thus, these beneficiaries in the case of an 
intestate estate would be the heirs and next 
of kin to whom the estate is distributed (or, 
if the estate is insolvent, to whom it would 
have been distributed if not insolvent). See 
Reg. Sec. 1.642(h)-3(b). When the estate 
is testate, these beneficiaries will normally 
mean the residuary beneficiaries (including 
a residuary trust). However, a nonresiduary 
legatee or devisee may be such a bene- 
ficiary to the extent the estate is insufficient 
to satisfy his interest in full. See Reg. Sec. 
1.642(h)-3(c). 
° See 1954 Code Sec. 1014. 


See Reg. Sec. 1.641(b)-3. Under ordi- 
nary circumstances, the complete and orderly 
administration of an estate sufficiently large 
to require the filing of a federal estate tax 
return might reasonably be expected to re- 
quire a period of from 2% to three years. 
For an interesting discussion of the period 
of administration, see McCauley v. U. S., 
61-1 ustc J 9108 (DC Ark.) 
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EXAMPLES OF PLANNING AND 
INTERPLAY OF RULES 
AND FACTS 


Situation 1 


Assume the following: The dece- 
dent passed away on February 28 
leaving a gross estate of $300,000. Be- 
cause his wife also had a substantial 
personal estate of around $250,000, the 
decedent’s will provided that only his 
residence and various personal effects 
having a value of about $50,000 were 
to be given to his wife outright and 
that the entire remainder of the estate 
was to be held for the wife’s benefit 
in a trust not qualifying for the mari- 
tal deduction.** Thus, only $50,000 of 
a marital deduction was available.** 
Decedent’s annual salary had been 
about $20,000, and he had income 
from securities of around $10,000 an- 
nually ; $5,000 of this income had been 
received prior to the date of death. 
His wife also has other personal in- 
come of around $10,000 a year. The 
administration expenses for the estate 
are expected to be around $15,000. 


This factual situation will present a 
taxable estate falling within the 30 
per cent estate tax bracket. After 
allowing the credit for state death 
taxes,** the effective rate of tax is 
27.6 per cent. 

One of the first questions faced by 
the executor is whether the current 
year’s income tax return for the dece- 
dent should be prepared as a joint 
return with his spouse or whether the 
decedent and his spouse should each 
have separate returns.** This is sub- 
stantially a matter of comparing the 
tax liability in both events. The fol- 
lowing table illustrates that a modest 
tax saving is effected through the use 
of a joint return, the basis of the sav- 
ing being that separate returns for 


*® See 1954 Code Sec. 2056. 
* 1954 Code Sec. 2056(a). 
* See 1954 Code Sec. 2011. 
* See discretionary rule #2. 
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the decedent and his spouse would, 
assuming use of the standard deduc- 
tion and one personal exemption for 
each,** result in a greater portion of 
the income being taxed at higher rates 
than in the case of a joint return. 


Top Tax 
Bracket 
22% $ 
34% 


Return 
Decedent 


Widow 


Income 
$ 5,000 
. 10,000 


Tax 
818 
2,266 


Total $3,084 
30% 2,960 


Saving $ 124 


Related to this return of the dece- 
dent is the question of whether to use 
medical deductions in the estate tax 
return or in the decedent’s income tax 
return.** While this again requires a 
mathematical comparison, one must 
be careful not to be swayed in his 
decision by what at first glance may 
appear as an advantage but which, 
upon analysis, may prove to be dis- 
advantageous. To illustrate, digres- 
sing from our original example for a 
moment, consider the situation where 
there is a $1,000 item of medical ex- 
pense incurred by the decedent and 
paid by his executor within the one- 
year period subsequent to his death, 
a top income tax bracket of the dece- 
dent of 50 per cent, and a top estate 
tax bracket of 40 per cent. The de- 
cedent’s tax bracket being the higher, 
a benefit would appear to result through 
the use of the deduction in the final 
return of the decedent because this 
would cause a $500 decrease ** in the 
income tax, while in the estate tax 
return, it would diminish the tax by 
only $400.°° However, because the in- 
come tax liability constitutes a deduc- 
tion for estate tax purposes and since 
a decrease of $500 in income tax liabil- 
ity will increase the taxable estate by 
that amount, the result will be an 
additional estate tax of 40 per cent of 


Joint . 15,000 


* See 1954 Code Secs. 144 and 151. 
* See discretionary rule #3. 

* 50 per cent of $1,000. 

* 40 per cent of $1,000. 





the $500, or $200, and a net decrease estate for each of its taxable years 
in tax of only $300. This, of course, throughout the entire period of admin- 
is $100 less than the reduction in tax istration and the income of any resid- 
when the deduction is used for estate ary trust for its first taxable year. 
tax purposes. Such a projection, necessarily tenta- 
tive in the first instance, will be subject 
to periodic review and change. How- 
ever, rather than involve this discus- 
sion with the tedium of step-by-step 
procedure, let us assume projected 
income figures as they appear in the 
retain or distribute estate income. In following table and in this manner 
addition to knowing the needs, desires, examine what might be accomplished. 
and tax status of the beneficiaries, Note that some of the taxable years 
decisions relating to these aspects re- involved are of less than 12-months’ 
quire a projection of the income of the duration. 


Highly important phases of the ad- 
ministration planning are those con- 
cerned with the best use to be made 
of administration expenses as deduc- 
tions and the question of whether to 


TABLE | 


Administra- Distribut- Estate's Increase Decrease 
Fiduciary tion Expense able Net Paid Income in Estate in Income 
Returns Income Deduction Income Out Tax 





Estate’s first vear 


2/28—12/31 $8,000 $ 1,400 $6,600 0 $1,360 386 


Estate’s second vear 
7,500 900 6,600 0 1,360 as 


5,400 11,900 0 $14,261 0 3,285 


6,500 (6,500) 6,500 — 2.587 
(Excess) 


$27 400 $14,200 $20,761 $2, $3,919 $5,355 
3,919 


Net Saving $1,436 


With $8,000 of fiduciary income deduction, it is possible more nearly 
being generated during the first tax- to equate the respective tax brackets 
able vear of the estate, after allowing for purposes of estate tax (27.6 per 
for the $600 personal exemption * the cent) and income tax (26 per cent). 
tax rate would be 30 per cent on 
$1,400 and up to 26 per cent on the 
balance if no administration expenses ** 


The same thing is true in the second 
year of the estate. Before utilizing 
administration expenses as deductions, 
were used as deductions on the income the $7,500 fiduciary income results in 
tax return of the estate for this period. $900 being subject to a 30 per cent 
However, by paying $1,400 of the rate and the balance of the taxable 
administration expenses prior to De- income toa 26 per cent maximum. By 
cember 31 and using this as a fiduciary using the $900 as an income tax de- 


” 1954 Code Sec. 642(b). 


first year (30 per cent of $1,400) is the 
‘See discretionary rule #5 amount of additional income tax the estate 
See Reg. Sec. 1.461-1 concerning tax- would be required to pay if the administra- 
able year of deductions. Note in the table tion expense deduction were not utilized 
above the $420 decrease in income tax in the _ here. 


‘ 
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duction, the income and estate tax 


rates are brought closer together, 


In other words, in each of these 
years a slight tax advantage is gained 
by using administration expenses as 
income tax deductions to the extent 
that the income would otherwise have 
been taxed in brackets in excess of 
the top estate tax bracket. However, 
the savings in the first two years being 
so small, they would hardly, as a 
practical matter, justify any advance 
payments of any deductible adminis- 
tration expenses, except perhaps for 
some attorney's fees and disburse- 
ments. 

A more substantial saving comes 
from following this same procedure 
the last year of the estate. The $5,400 
income for the third (last) year of 
the estate is more than offset by the 
$11,900 administration expense deduc- 
tion. Thus, even though all of the 
estate’s net income for that year and 
for the two preceding years is paid 
to the widow, none of it is taxable to 
her because after the deduction for 
the administration expenses there is, 
by definition, no distributable net 
income.*® Furthermore, the sum of 
administration expenses paid and de- 
ducted in the final year of estate 
administration being greater than the 
estate’s income of that year, the ex- 
cess deductions pass on to the residuary 
trust.** The trust, being on a fiscal 
year October 1 to September 30, in- 
cludes the deductions on its 
return for this period, since such is 
the taxable year within which the 
final taxable year of the estate ends.* 


excess 


As a result, these excess deductions 
offset the first year’s income of the 
trust, again eliminating all distrib- 
utable net income, and again enabling 
the full amount of the income, this 
time from the trust, to be paid over 
to the widow without having her in- 
cur any additional tax liability.* 

The over-all result, then, is that a 
total of $14,200 of administration ex- 
penses is used as income tax deduc- 
tions (leaving $800 to be taken in the 
estate tax return) to produce a net 
tax saving of $1,436. Furthermore, 
this net saving to the widow is en- 
tirely tax-free, making it equivalent 
to the receipt by her of taxable income 
considerably in excess of that figure. 
Note, however, that this is actually 
closer planning than most situations 
will allow, it generally being neces- 
sary to allow for some fluctuation in 
the projected income, with the deduc- 
tions being adjusted to a realistic 
figure on the audit of the estate tax 
return. 


Note 


tax saving, 


order to effect this 
the estate 
increased by $3,919. The principal ac- 


count of the estate should be reim- 


that in 


net tax was 


income to this extent. 
in this manner, the loss of the use of 


bursed out « f 


administration expenses as estate tax 


deductions which increase the estate 
tax will not be detrimental to the per- 
the remainder of 
the estate, which persons would other- 
wise be harmed, through the advan- 
tage to the widow, by the procedure 
adopted.*? 


sons interested in 





* See nondiscretionary rule #5. Note in 
the table above the payment of $14,261 from 
the estate in the third year represents the 
total income of the estate to date ($20,900) 
less the sum of the estate’s income taxes 
($2,720) and the increase in estate tax 
($3,919). The $2,078 decrease in income 
tax represents the additional tax the widow 
would have incurred if the payment had 
been made but no administration expenses 
so deducted. 

“ See nondiscretionary rule #6. 
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” See footnote 29. 

“Note that while the excess deductions 
and carryovers passed on to a residuary 
trust are not allowable directly to the trust 
beneficiary, he receives an indirect benefit 
to the extent the distributable net income 
of the trust is reduced by these items. 
Reg. Sec. 1.642(h)-5(e). 

“This is well illustrated in Matter of 
Warm’s Estate, 140 N. Y. S. 2d 169 (Surr. 
Ct., N. Y. Co., 1955). 


see 





The amount of income actually 
paid to the widow from the estate 
and trust is the total income of both 
less the income tax paid thereon and 
less the sum restored to the principal 
account. In other words, the total in- 
come of $27,400 is reduced by $6,639 
($2,720 tax paid plus $3,919 principal 
reimbursement) to result in a paid-out 
figure of $20,761. It is not necessary 
to await the final closing of the estate 
to pay this income to the widow. 
Once it is determined that the estate 
will be closed within a certain year, 
all of the income accumulated prior 
to that time is available for payment 
to her. 


Situation 2 


Assume the facts existing in the 
first situation except that the widow 
has no separate estate and no separate 
income (and will, therefore, require 
substantial payments of estate income), 
and, after the specific devise and be- 
quest of the residence and personal 


effects, the entire residue is divided 
into two separate trusts for the bene- 


fit of the widow in such manner as to 
take full advantage of the marital de- 
duction. Under these circumstances, 
the taxable estate will be between 
$82,500 and $90,000 depending on the 
portion of administration expenses 
used as estate tax deductions. All 
over $60,000 will be taxed at a top 
tax rate of 28 per cent, which, after 
allowing for state estate tax credit, 
adjusts to 27.2 per cent. However, 
because of the full use of the marital 
deduction, each dollar of administra- 
tion expense used as an estate tax 
deduction reduces the taxable estate 
by only 50 cents.** Therefore, for the 
purpose of evaluating the most advan- 
tageous use to be made of such deduc- 
tions, the top estate tax bracket must 
be considered as 13.6 per cent. Since 
the minimum income tax bracket (20 
per cent) exceeds this adjusted top 
estate tax bracket, it obviously will 
be advantageous to use the adminis- 
tration expenses as deductions for in- 
come tax purposes. The following 
example explains what might be ac- 
complished under these circumstances. 


TABLE 2 


Admin- 

istration 

Expense 

Income Deduction come 


Fiduciary Returns 


Distrib- 
utable 
Net In- 


Increase 
Estate's in Decrease 
Income Estate in In- 
Paid Out Tax Tax come Tax 








Estate’s first year 2/28—12/31 
Estate’s second year 1/1—12/31 
Estate’s third year 1/1—10/31 
Residuary Trust’s first year 


$ 8,000 
9,500 
7,500 
5,400 





$ 400 $7,600 $ 5,000 
1,900 
12,700 0 
(5,200) 


7,600 5,000 
12,160 


200 5,400 


(excess ) 


Marital Trust’s first year 3,600 


$34,000 


“Each dollar so used reduces the ad- 
justed gross estate by that amount with the 
result that the marital deduction, measured 
by the adjusted gross estate, is reduced by 
one half, or 50 cents. Thus, each dollar 
reduces the taxable estate by only 50 cents. 
See Rev. Rul. 55-643 (1955-2 CB 386). This 
assumes, of course, there is no prohibition 
in the will or otherwise to prevent the 
measure of the marital deduction according 
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$15,000 


3,600 3,600 








$31,160 $800 $2,040 $3,729 
2,040 


$1,689 


Apparent Net Saving 





to the final estate tax figures regardless of 
whether they reflect the actual occurrences. 
For a discussion of fiduciary accounting 
under these circumstances, compare Matter 
of Levy’s Estate, 9 Misc. 2d 561, 167 N. Y. S. 
2d (Surr. Ct., N. Y. Co., 1957), Matter of 
Inman’s Estate, 22 Misc. 2d 573, 196 N. Y. S. 
2d 369 (Surr. Ct., N. Y. Co., 1959), and 
Matter of McTarnahan’s Estate, 202 N. Y. S. 
2d 618 (Surr. Ct., N. Y. Co., 1960). 
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Because for comparison purposes 
the applicable estate tax bracket is 
considered to be 13.6 per cent and it 
is obvious that the administration ex- 
penses can most advantageously be 
used for income tax purposes where 
the lowest possible rate is 20 per cent, 
we need not be concerned with equat- 
ing the income and estate tax brackets 
as in the first example. Rather, the 
equating will be between the income 
tax rates of the widow and the estate. 
This is complicated, however, by the 
fact that the widow will need, let us 
assume, a distribution of $5,000 each 
year. 


During the first taxable year of the 
estate, this being the same year in 
which the widow may enjoy the bene- 
fit of a joint return, the $5,000 may 
be distributed to her without causing 
her to exceed the 22 per cent bracket. 
This is about the lowest rate within 
which the widow can be taxed and 
still receive a substantial distribution. 


The estate, however, also in the 22 


per cent bracket at this point, can 
eliminate all income taxable over 20 
per cent by paying $400 of administra- 
tion expenses prior to December 31 
and using this amount as a fiduciary 


deduction. This $400 and the $600 
personal exemption allowable to the 
estate make it possible to offset the 
income which would otherwise be tax- 
able at 22 per cent.*® 


If all of the income had been paid 
out to the widow during this first 
year, the total tax outlay, even with 
the joint return privileges, would have 
increased considerably. The $372 de- 
crease in income tax, then, represents 
the amount by which the sum of the 
combined income tax paid by the es- 
tate and the widow is less than the 
tax the widow would have paid upon 
receipt of all the income. 


A similar procedure is also appro- 
priate in the second year of the estate. 





See nondiscretionary rule #1. 
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The widow can receive $5,000 and 
keep within the 22 per cent net in- 
come tax bracket, and the use of $1,900 
of the administration expense as a 
deduction will reduce the fiduciary’s 
income to keep it within the 20 per 
cent bracket. 


As in the first example, the most 
substantial saving comes from follow- 
ing this same operation in the last 
year of the estate. Even though $12,160 
is paid to the widow, she will pay no 
tax on it because, again, there is no 
distributable net income, the $12,700 
of administration expense completely 
offsetting the current year’s $7,500 
income of the estate. 


In addition, since the administra- 
tion expenses paid and deducted in 
the estate’s final year actually exceed 
that year’s income by $5,200, that 
amount becomes an excess deduction 
to be passed on to the residuary trust’s 
first year. This results in tha* trust’s 
distributable net income being reduced 
accordingly and in the same amount 
being paid over to the widow without 
increasing her tax. The reason all the 
excess deductions of the estate are 
passed on to the residuary trust and 
no part of them is received by the 
marital trust is that the latter, not 
bearing any burden of any of the ex- 
cess deductions,®° does not qualify as 
a beneficiary succeeding to the prop- 
erty of the estate. 


As before, the amount of income 
paid to the widow ($31,160) is the 
total income of the estate and trust 
($34,000) less the income tax paid 
thereon ($800) and less the sum re- 
stored to the principal account ($2,040). 


The net saving shown in this ex- 
ample may have somewhat of a ficti- 
tious character. The use of $15,000 
of administration expense as an in- 
come tax deduction rather than as an 
estate tax deduction would increase 
the marital deduction trust and de- 


See footnote 29. 





crease the residuary trust to the 
extent of $7,500. Thus, the taxable 
estate of the widow would be increased 
by that sum because the property of 
the marital trust would be included 
as a part of her estate. The top estate 
bracket in the widow’s estate would, 
presumably, be 27.2 per cent (ad- 
justed), at which rate the resulting 
increase in tax would amount to 
$2,040.52 


Against this disadvantage, however, 
must be measured the value to the 
widow of the immediate availability 
of $1,689 tax free, which, in her hands 
(tax rate of 30 per cent), would be 
equal to taxable income of about 
$2,400. Furthermore, as an alternative 
to fhe marital trust, if that portion 
of the estate had been given outright 
to the widow instead of in trust, she 
would have the ability to consume, or 
even dispose of by gift, the total $7,500 
and more. In this manner, there would 
be no increase in her estate tax. 


Situation 3 


In this example, the size of the 
estate and the administration expenses 
remain the same. However, assume 
no widow, no marital deduction, and 
no devise or bequests of any real or 
personal property. The applicable ad- 
justed federal estate tax bracket is 
27.6 per cent. The entire residuary 
estate is divided into two equal trusts 
—one for the testator’s married son 
whose top income tax bracket is 50 


per cent; the other for a young grand- 
son, also married, whose top income 
tax bracket is 22 per cent. 


Under these circumstances, for the 
grandchild in the low bracket, the 
advantage would lie in using the ad- 
ministration expenses as estate tax 
deductions. However, the son in the 
higher bracket would benefit by their 
use as income tax deductions. In or- 
der to bring about a good tax result 
in. such a situation, it will be neces- 
sary to have the cooperation of the 
two beneficiaries. One of the best 
arrangements would be an agreement 
whereby the son in the higher bracket 
would pay, in addition to his one-half 
share of the additional estate tax pay- 
able by reason of the use of the ad- 
ministration expenses as income tax 
deductions, a portion of the grand- 
son’s share of such additional estate 
tax. In this manner, the greatest tax 
saving can be brought about without 
having anyone bear an excess burden. 
The following example illustrates how 
this might be accomplished and em- 
bodies an arrangement whereby in the 
first two years of the estate one half 
of the estate income is paid to the 
grandson (who needs it) while the 
balance is retained in the estate. This 
has the effect of keeping the grandson 
within a top income tax bracket of 
22 per cent while the remaining es- 
tate income is also taxed therein at 
a top 22 per cent rate and held for 
future tax-free distribution to the son. 


TABLE 3 


Admin- 
istration 
Expense 


Fiduciary Returns Income Deduction 


Distrib- 
utable ——- 
Net In- 
come 


Increase Savings 
to Son 
@ 50 

Per Cent 


Payments 
—__—_—_—_———. Estate in 

to to Income’ Estate 
Grandson Son Tax Tax 





Estate’s first year 
2/28—12/31 
Estate’s second year 


1/1—12/31 


$ 8,000 $ 0 


7,500 0 








*27.2 per cent of $7,500. 
coincidence, the same as the 


estate tax in the husband’s estate. 
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increase in 


$8,000 


7,500 
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$ 4,000 $ 0 $ 708 $1,292 


3,750 0 653 1,222 
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Admin- 
istration 
Expense 


Fiduciary Returns Income Deduction come 


Distrib- 
utable 
Net In- 


Payments Increase Savings 

ee Estate in to Son 

to to Income’ Estate @ 530 
Grandson Son Tax Tax Per Cent 








Estate’s third year 
1/1—10/31 

Trust’s (grandson) 
first year 


$11,900 $0 


(YY ex- 
cess) 
(3,250) 
“‘Trust’s (son) first year (Y ex- 
cess) 


(3,250) 


$27,400 $11,900 


Share of Tax 


Principal Reimbursement 


Income ($27,400) allocation @ 


Net saving to son 


4 each 


$ 1,391 $ 7,114 $3,284 $1,350 


3,250 








$12,391 $10,364 
0 1,361 


1,309 1,975 


$1,361 


$13,700 


$13,700 





During the first and second years 
the income paid to the grandson is 
taxable to him at a minimum rate of 
22 per cent. The balance of the in- 
come (son’s share), retained in the 
estate, is taxed there at the same rate, 
the amount of taxable income being 
reduced by the estate’s $000 exemp- 
tion, The tax on this amount reduces 
the son’s share of the income accord- 
ingly.°? Nevertheless, the son effects 
a tax-saving equal to the difference 
between the amount of tax paid by 
the estate and the amount of tax he 
would have had to pay had his share 
of the income been distributed to him. 
These savings in the first two years 
are $1,292 and $1,222, respectively.” 

Note that, since in the first and sec- 
ond none of the income tax 
brackets exceeded the applicable estate 
tax bracket, there was no advantage 
in using the administration expenses 
as income deductions. However, in 
the third year, the year of closing the 
estate, it is no longer possible to ac- 
cumulate any income in the estate, 
and the beneficiaries must bear a tax 
to the extent they receive distribut- 


years 


able net income. This would not 
affect the grandson’s tax bracket; but 
any such income received by the son 
would be taxed at a rate of at least 
50 per cent. However, by paying 
administration expenses in the final 
year in excess of the income for that 
year, as in our example, the estate 
has no distributable net income, and 
the distribution can be made tax-free 
to both. In addition, the excess de- 
ductions are passed on in equal shares 
to the two residuary trusts and also 
eliminate any distributable net income 
of the trusts in their first fiscal year. 
The balance of the administration ex- 
penses, of course, is taken as a deduc- 
tion in the estate tax return. 


Although $3,284 is transferred from 
the income account to the principal 
account to adjust for the estate tax 
increase, the grandson, rather than 
being charged with one-half of this 
amount, is charged with only $1,309, 
that being the amount of income tax 
at 22 per cent which he would have 
been required to pay on his share of 
the estate’s income for the final year 
and his trust’s income for the first 





* The total reduction is $1,361. 
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* Note that the savings to the son are 
effected by the deferral of payments to him 
for as long as possible. 
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year had he not received these amounts 
tax-free because of the excess deduc- 
tions. The balance of the $3,284, 
$1,975, is charged to the son, result- 
ing in a net tax saving to him of 
$3,514. 

The detail necessary to evolve such 
a plan in an actual case is well worth 
the effort. While an individual in the 
position of the grandson receives no 
benefits, he is not harmed, and the 
tax saving to an individual in the high 
bracket, like the son, is the equivalent 
of his receipt of approximately $7,000 
of taxable income. 


RELATED ASPECTS OF ESTATE 
ADMINISTRATION PLANNING 


Relationship of Deductions 


Often confusing is the distinction 
or relation between deductions which 
are allowable only on the estate tax 
return (nondiscretionary rule #2), 
those allowable on the estate tax re- 
turn and on the fiduciary income tax 
return (nondiscretionary rule +3), 
and those allowable on the estate tax 
return or on the fiduciary income tax 
return (discretionary rule #5). While 
the footnotes with regard to the fore- 
going text have defined some aspects 
of the deduction categories, the situa- 
tion examples did not embrace these 
rules. Further comment, therefore, is 
desirable as an aid to understanding 
this area, 

Section 2053 provides that certain 
items are deductible in determining 
the value of the taxable estate for 
estate tax purposes. Of major con- 
cern among these are (1) funeral ex- 
penses, (2) administration expenses, 
and (3) claims against the estate. 

In addition, Section 641 and Section 
642 provide that for income tax pur- 
poses the estate is, in general, entitled 


* 1954 Code Sec. 212 allows to an individual 
as a deduction all the ordinary and neces- 
sary expenses paid or incurred during the 
taxable year (1) for the production or col- 
lection of income; (2) for the management, 
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to the same deductions allowable to 
an individual. This means that certain 
deductions, mostly of the type falling 
within Section 212,°* overlap as de- 
ductions qualifying under Section 
2053(a)(2) (administration expenses) 
as well as Section 641 and Section 


642. 


However, Section 642(a) prohibits 
use of these deductions in both re- 
turns and requires that they be taken 
either in the estate tax return or the 
fiduciary income tax return or that 
they be allocated between them. In 
general, then, the either-or deductions 
of discretionary rule #5 are the ad- 
ministration expenses described in 
Section 2053(a)(2). 

Section 691 also allows as a fiduciary 
income tax deduction certain items of 
interest, taxes, and other expenses as 
are described in Section 162 (trade or 
business expenses), Section 163 (in- 
terest), Section 164 (taxes), and Sec- 
tion 212 (expenses for production of 
income) and which were accrued at 
the time of death. This, as above, 
creates another overlap—this time 
with the Section 2053(a)(3) claims 
against the estate. However, because 
Section 642(g) does not prohibit the 
use of these deductions in both re- 
turns, a double deduction is available 
as explained in nondiscretionary rule 
+3. 

Of course, the other deductions of 
Section 2053 (that is, those which are 
neither in the either-or category nor 
in the double deduction category) are 
the deductions described in nondiscre- 
tionary rule #2 as available for estate 
tax purposes only. 


Explanation of Alternate Valuation 


The foregoing examples have made 
no reference to the alternate valuation 





conservation, or maintenance of property 
held for the production of income; or (3) in 
connection with the determination, collec- 
tion, or refund of any tax. 
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mentioned in discretionary rule #4. 
The obvious intention of Section 2032 
in permitting the alternate valuation 
is to grant the legal representative the 
opportunity to lessen the estate tax 
burden when the estate assets de- 
crease in value during the one-year 
period following the date of death. 
This is accomplished by use of the 
lower asset value in computing the 
tax. However, the alternate valua- 
tion is not mandatory, and the lower 
value is not automatically utilized. If 
no election is made, the date of death 
value must be used, even though in 
excess of the value at the time one 
vear after death. This factor, consid- 
ered in conjunction with the fact that 
the basis for determining gain or loss 
of property in the hands of a person 
(including an estate) acquiring the 
property from a decedent is related to 
the estate tax valuation,®* provides an 
opportunity for additional tax plan- 
ning in which it might be deemed 
feasible to adopt the higher value. 

A simple illustration is an estate 
having an adjusted 56 value 
date-of-death figures of 
$130,000 and in which the maximum 
marital deduction is allowable. If this 
$130,000 is reduced by the $65,000 
marital deduction ** and the $60,000 
exemption,®® the taxable estate will be 
$5,000 and the estate tax payable will 
be $150. 

If, within one year following death, 
all of the estate assets are sold at 
$10,000 above the date of death values 
so that the alternate valuation would 
be $140,000, the election of this alter- 
nate valuation will cause the marital 


oT Ss 
gross 


based on 


deduction to be increased to $70,000 
and this, together with the $60,000 ex- 
emption, will make the taxable estate 
$10,000. The tax on this amount will 
be $500, a $350 increase over the tax 
based on the lower date of death value. 
There is no tax on the $10,000 gain 
because the basis of the assets in- 
creased with the election of the alter- 
nate valuation. 


However, if the date of death values 
are used, these values fix the basis of 
the assets in the hands of the estate 
with the result that if the sales are 
made within six months of death the 
estate will be taxed on the short term 
gain at ordinary income rates and pay 
a tax of $2,436.°® This, of course, com- 
pletely offsets any estate tax saving 
and results in an over-all tax increase 
of $2,086, 

If the sales are made after six months 
of death, creating long term gain, 
the income tax will be $944," still 
representing a $594 over-all increase 
in tax. 
difficult situation exists 
when there are no actual sales and the 
which 


A more 


increase in value are 
being retained for distribution in kind. 


assets 


For simplicity, assume the increase in 
value is represented entirely by mar- 
ket improvement spread proportion- 
ately over the estate assets. This 
means that, if the date of death values 
are used, the $65,000 marital bequest 
would be satisfied by the transfer of 
assets having a $60,357 basis, and a 
$4,643 gain would be realized. The 
minimum income tax payable thereon 
would be $344.30. 





*See discretionary rule #4 and 
discretionary rule #7. 
*See 1954 Code Sec. 2056(c)(2). 
* Limited to 50 per cent of adjusted gross 
estate by 1954 Code Sec. 2056(c)(1). 
* 1954 Code Sec. 2052. 
~a taxable 


non- 


Jased on income of $9,400 
($10,000 less $600 exemption). 


” See 1954 Code Sec. 1222. 


Estate Administration Planning 


"Based on taxable income of $4,400 


($10,000 less $5,000 deduction for capital 
gains and $600 exemption). See 1954 Code 
Sec. 1202. 

“Based on taxable income of $1,721.50 
($4,643 less $2,321.50 deduction for capital 
gains and $600 exemption). See also Rev. 
Rul. 60-87 (1960-1 CB 198). 





Since the alternate valuation (which CONCLUSION 


would eliminate the $344.30 income 


: i This has been intended as a statement 
tax) would result in a $350 estate tax 


in simple form of the basic items to be 
considered in formulating an estate ad- 
ministration plan. In actual experience, 
a myriad of additional factors might be 
considering the increased income tax jnyolved.** Nevertheless, the applica- 
bases the other assets will have in tion of what has been discussed should 
the hands of the beneficiaries if the help establish guidelines for determin- 
higher values are used, the determina- ing a plan of action in the light of all 


increase, there would seem to be no 
advantage in using other than the 
date of death values, However, when 


tion might well be in favor of electing the circumstances. 


the alternate valuation. [The End] 


$600 MILLION LOSS FOR GOVERNMENT 

The federal government loses at least $600 million a year 
because taxpayers fail to report 35 per cent of their income from 
interest and 9 per cent of their income from dividends. The total of 
these types of unreported income is nearly $4 billion. 

Assistant Secretary of the Treasury Stanley S. Surrey makes 
these estimates in the June issue of Challenge magazine, a publication 
of New York University’s Institute of Economic Affairs. In an 
interview with the editors of the magazine, Mr. Surrey asserts that 
“some sort of automatic machinery that reaches the average taxpayer” 
is needed to correct the situation. 

The national administration has proposed a straight withholding 
rate of 20 per cent on all interest and dividends, to be paid at the 
source. This procedure would replace the current 4 per cent credit 
on dividend income and exclusion of the first $50 of such income 
from taxation. 

“Our experiences with these provisions since they were passed 
in 1954 clearly does not justify their retention,” Mr. Surrey states. 
“The provisions of the law only result in special treatment for recip- 
ients of income who are concentrated in the upper income brackets.” 

Although Mr. Surrey concedes that the withholding procedure 
will not get at the entire tax liabilities of those in the upper income 
brackets whose obligations are for more than 20 per cent, he points out 
that automatic machinery for getting at those in the lower brackets 
will enable the IRS to concentrate on taxpayers with higher incomes. 

Mr. Surrey contends that a higher percentage of audits would 
strengthen the confidence of the average taxpayer in the equity of the 
tax system. “People do not object to paying their fair share of the 
costs of government if they feel that everyone else is doing the same.” 





"A side effect to be considered is the “For example, more detail concerning 
increase in the marital bequest because of income in respect of a decedent (nondis- 
the increased valuation which, of course,  cretionary rule #4) and its related deduc- 
means a decrease in the balance of the’ tion for estate tax paid, tax-free income 
estate. It is possible that such a change and its effect on deductions because of 
would be undesirable. apportionment, the exclusion and credit 
relating to dividends, and the effect of cap- 
ital gains and losses. 
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Is the Present Income Tax Law 
Equitable? 


By MALCOLM REED 


The author is a partner in the San Francisco firm of 
Alexander Grant & Company, certified public accountants. 


66 6 HE TIME HAS COME,’ the Walrus said, ‘to talk of many 

things, of shoes and ships and sealing wax, of cabbages and 
Kings.” If Lewis Carroll were to write Alice in Wonderland today 
he most certainly would add “income taxes” to the Walrus’ list of 
things to talk about. For what is more fantastic than today’s income 
tax law? Just as Alice popped down an innocent looking rabbit hole 
only to find herself in a strange bewildering land of fantasy—so did 
the American taxpayers some 40 years ago start down what appeared 
to be a simple path of taxation, only to find themselves lost in a 
labyrinth of rules and regulations, vainly attempting to explain a code 
distorted by a myriad of special exemptions, provisions, credits and 
deductions. 


In the beginning the Income Tax Code was simple and concise, 
covering some 18 pages. The rates were a modest 1 per cent for 
corporations and ranged from 1 per cent to 7 per cent for individuals. 
Inevitably the rates rose and certain inequities seemed to appear 
power politics entered the picture, special groups demanded relief from 
alleged inequities, politicians discovered that special provisions par- 
tially exempting privileged groups from taxation (or underprivileged 
groups, if you were to believe the politicians) were an excellent way to 
give subsidies without calling them subsidies. Alas, more inequities 
arose that in turn had to be corrected by creating more special pro- 
visions that created more inequities. So on and on until today with 
the 1954 Revenue Code we have a law requiring 929 pages, a law so 
complex, so full of loopholes and ambiguities that it has taken over 
three years to write the regulations interpreting it. Who can deny 
that we have reached the ultimate in fantasy land, or, as Alice might 
have expressed it, we have a severe “code” in the head?! 


Back in the sixteenth century an English lawyer, John Selden, said, 
“Equity is a roguish thing.’”” How true that is when we talk about 
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equity in income tax. For if the 
benefit is received by someone else it 
is a “loophole,” whereas if we receive 
it, it is simple equity. The basic 
problem is not whether these special 
provisions and deductions are equita- 
ble or inequitable, but simply that all 
of these special provisions and deduc- 
tions are lessening our tax base for 
the benefit of some, to the detriment 
of others, and resulting in a need for 
excessively high rates for all. 

Let’s illustrate this with an ex- 
ample based on ten taxpayers. As 
you all know, the tax rate is only half 
the equation—the other half being 
the total taxable income. If the total 
taxable income is low, the tax rate 
will be higher, and vice versa. Now 
let’s take ten taxpayers who each own 
a building producing an annual in- 
come of $50,000. Each then, properly, 
would pay one tenth of the tax needed. 
Now let’s add one more factor. Let’s 
imagine that one of the building owners 
has a herd of dairy cattle supplying 
milk to the community and is losing 
money. The politicians don’t want 
the price of milk to go up, as this 
would reflect on their administration. 
So they pass an amendment to the 
income tax law exempting all net in- 
come up to $50,000 from buildings 
owned by anyone who also has eight 
or more dairy cattle. The result is 
simply that we now have the total tax 
shared by the net from the 
nine buildings, and the rate must go 
up accordingly. Is this example far- 
fetched? No, I don’t think so. 


income 


Well, as old Farmer Colville would 
say, “Son, you’ve been doing a lot of 
talking—now give me some fer in- 
stances !”’ 


Let’s start right off with the blind 
exemption. What could be nicer than 
to give each blind person an extra 
exemption of $000? You and I would 
be only too glad to show our good 
faith and unselfishness. But let’s stop 
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and think a bit. What, basically, is 
this exemption? Can we deny that 
it is merely another form of subsidy? 
No, we cannot. Furthermore, is it 
needed by all the blind? No, for there 
are some who are blind who have ex- 
cellent incomes, yet they too will re- 
ceive the exemption. However, the 
worst is yet to come: If the blind are 
to receive an exemption, why not the 
deaf and dumb? How about a polio 
victim, what of a man with two legs 
cut off? Certainly, in all equity, they 
too should have an equal exemption. 
And the list of people who should 
have such an exemption could be ex- 
tended on and on and on. With each 
extension of the special provision for 
exemption, we will cut down the tax 
base and force up the rate for the 
remaining taxpayers. And it all started 
by refusing to recognize that if there 
were blind people who needed help, 
the income tax was not the proper 
vehicle to give them that help. 

While we are in a charitable mood, 
let’s look at charitable deductions and 
the tax exemptions of charities. 


Firstly, it seems to have been the 
thought that perhaps people aren’t 
too charitable and that the income tax 
is a good lever to pry out a few more 
dollars for sweet charity’s sake. 


Secondly, apparently the govern- 
ment feels that it is destined to sup- 
port a great amount of charity in one 
form or another. By contributing a 
portion of the charity dollar of one 
taxpayer in the form of a deduction 
and making it up on the noncharitable 
taxpayers by increasing the tax rate 
over-all, the government meets its 
charitable demands. Or, to put it an- 
other way, Uncle Sam is rewarding 
the charitable and penalizing the un- 
charitable. 

But sometimes Uncle Sam rewards 
the uncharitable quite handsomely in 
this fantastic game of “Tax, Tax, 
Who Pays the Tax.” 
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Take old Uncle Scrooge. Uncle 
Scrooge bought Donald Duck Amal- 
gamated at a dollar a share 20 years 
ago. Now the stock sells at $101 a 
share—a clear $100-a-share profit. Of 
course it is a capital gain for tax pur- 
Still, Uncle Scrooge is ad- 
verse to paying out $25 a share for 
taxes (the maximum tax on a capital 
gain), so he goes down to see his 
tax man. Since Uncle Scrooge makes 
millions each year on the rentals from 
his slum property, he has a _ top 
bracket of 87 per cent. This is “duck 
soup,” says the tax man. Uncle Scrooge 
should give his stock to “Ducks Un- 
limited” and get a charitable deduc- 
tion of $101 a share. Since this is a 
deduction from his ordinary income, 
it saves approximately $87 a share in 
tax. If he had the stock he 
would have kept only $76 a share. By 
giving to charity he is $11 a share 
ahead in good honest cash dollars. 
The “gimmick?” It is simply that any 
gift to charity is deductible at its 
present value, and since Uncle Scrooge 
didn’t sell his stock he had no gain to 
report. Who gained? Why, “Ducks 
Unlimited” and Uncle Scrooge. Who 
lost? The other taxpayers, because 
the tax base was lessened again. 


ps ses. 


sold 


Perhaps it is equitable that chari- 
table organizations are tax exempt, 
but let’s look at some of the inequities 
that arise out of this tax exemption. 


For example, Mr. Able owns a 
building worth a million dollars. It 
earns $50,000 a year. Mr. Able really 
doesn’t want to sell, but he hates to 
pay ordinary income tax on the $50,000 
each year. Along comes a charitable 
organization and offers Mr. Able 1% 
million dollars for his building, but 
there is one catch, they won't pay all 
cash. In fact, they will get heavy 
financing to make a substantial down 
payment and limit further payments 
to Mr. Able to 90 per cent of the net 
profits after all financing charges, etc. 
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Up to the 1954 Code the income to 
charity was tax exempt; the 1954 
Code somewhat restricts this. What 
is the sum total result? Mr. Able has 
converted % million dollars of ordi- 
nary income to a capital gain, and the 
charity makes $5,000 a year for, let’s 
say, the “use” of its tax exemption. 


Take another example. Mr. Bother 
owns all the stock of a corporation 
that is making large profits and has 
large retained earnings. Nobody wants 
to buy the stock at a marked-up price 
since the large retained earnings means 
they will have to pay dividends to 
themselves at ordinary income rates. 
Mr. Bother doesn’t want to keep the 
stock for the same reason. However, 
charitable organizations pay no tax 
on dividends, so Mr. Bother sells his 
stock at a handsome price to the Sons 
and Daughters of Destitute Taxpayers. 
This organization immediately has 
the corporation pay out all of the re- 
tained earnings in the form of a tax- 
free dividend. It then can sell the 
corporation stock to a ready buyer. 
The gainers? Mr. Bother, and the 
Sons and Daughters of Destitute Tax- 
payers. 


Does all this seem complex to you? 
Of course it does! The lawmakers 
don’t want to make it too easy for 
you to see that each one of these 
deductions is you 


special costing 


money by raising the tax rate. 


High the list of national 
sports is the game of converting ordi- 
Since, 
in a capital gain you only pay tax on 
one half the gain, with a further 
limitation that the tax paid on it shall 
not exceed 25 per cent, it is easily 
one of the most lucrative games the 
American public plays. 


up on 


nary income to a capital gain. 


The six months’ holding period is, 
of course, purely arbitrary. Perhaps 
it was suggested by stock and bond 
men who like to see their customers at 
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least every six months or so. A year 
or a two-year period would be more 
realistic. 

How do we convert ordinary in- 
come to capital gain? The ways are 
many, but to mention a few: 

(1) Sell your stock just before the 
ex-dividend date, thus converting the 
dividend to a capital gain. 

(2) Buy into or start a corporation 
and develop it until it has a splendid 
earnings record. When you start your 
corporation, keep your capital stock 
low and finance through large bor- 
rowings, personally guaranteed. When 
“on the 
road,” have a public stock issue and 
sell out on the open market. Thus all 
your efforts will be paid off in capital 
Some groups don’t even take 


your corporation is really 


gains, 


out salaries, feeling that to pay even 
one cent of ordinary income is foolish. 


? 


(3) Be an inventor and sell “sub- 
stantially all your rights” in your 
patent. Thus, all your royalties will 
be on a capital gains basis. As a 
matter of fact, this one was tucked 
into the 1954 Code. And if inventors 
are to be helped, why not authors or 
painters who may work for years be- 
fore selling their creations? And if 
we help authors, why not ? 

(4) Or suppose you 
royalty and the 271% per cent deple- 
tion allowance seems too small. Then 
simply sell your royalty rights at a 
price future f 


own an oil 


based on receipts of 
royalty and convert the whole trans- 
action to a capital gain. 

You can see then that the law has 
gone far beyond the original capital 
gain concept, which was merely to re- 
duce the tax impact if a taxpayer sold 
his long-held investments at a gain. 

From time to time various indus- 
tries and individuals have pleaded 
with Congress that they were in need 
of tax relief. One of the best known 
of these is, of course, the oil industry 
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with its 27% per cent depletion de- 
duction. This was granted on the 
theory that five out of seven wells 
drilled turned out to be “dusters,” and 
to get people to risk their capital they 
had to have some tax concession. 
Naturally, other mineral industries 
wanted percentage depletion, and to 
correct the first inequity percentage 
depletion has been granted to 99 
items; in fact to everything but turf 
and water. All, mind you, on logical 
arguments. One of the most “logical” 
was that advanced by the coal in- 
dustry, who wanted and got a 10 per 
cent depletion because the oil industry 
was hurting their business. Thus the 
solving of one inequity created an- 
other inequity, until even clam shells 
got a 5 per cent depletion, which it 
seems should have put an end to the 
subject. But no! Actors and models 
are talking about wear and tear on 
their physique and suggesting that 
they too have depletion. And, if models 
get it, how about boxers, or ball- 
players, and a long list of others. 


Just as industries go to Congress 
for tax relief, so do individuals. One 
of the more “specialized” enactments 
was brought about by a Mr. Mayer. 
Mr. Mayer was about to retire and 
he wished to have all his retirement 
pay on a capital gains basis. A very 
noble thought indeed, but it didn’t 
seem to fit the then present tax code. 
If his tax advisers couldn’t give as- 
surance of a capital gain, then perhaps 
a bit of legislative work would do the 
trick. So, lo and behold, a special 
provision was put in the Code that if 
a taxpayer had been employed 20 
years or more and held a right to 
future profits for 12 years and a per- 
centage of profits for life, but not less 
than five years after his retirement, 
then his retirement compensation would 
be given capital gains treatment. Out 
of 60 million taxpayers, who should 
be the one to qualify? Why, none 
other than Mr. Mayer. If there have 
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been others, they haven’t been heard 
from yet. To be sure Mr. Mayer’s 
tax savings, while large to him, were 
but a drop in the bucket in the over- 
all picture, but the point is, it was an 
opening wedge. Suppose someone 
worked only 18 years, why not a 
capital gain treatment for him; then, 
only 15 years; and, ten years, until 
the Code permits capital gain treat- 
ment on all retirement pay. 

Talking about retirement pay—is 
the retirement income credit the start 
of more eroding away of the tax base? 
It certainly is full of inequities, unless 
you happen to be 65 years old and 
retired, then it isn’t. 


Farmers have long been a favored 
group. Until a few years ago they 
could plow back into improvements 
most of their profits with little fear of 
paying a tax. Farmers’ tax returns 
are governed by such quaint ideas as 
that a 12-month-old heifer, despite 
nature, is to be classified as breeding 
stock and, if sold with a herd, treated 
on a capital gains basis. For years 
smart Texans have switching 
between cattle raising and oil wells 
and never paying tax on ordinary 
income. 


been 


For a classic example of how cor- 
recting one inequity creates another, 
[ give you the “marital deduction.” 
As we all know, for years past we in 
California have split our earnings 
with our spouses, and for income tax 
computation we reported on “split re- 
turns,’ one half the income for each 
spouse. Thus in community property 
states there existed a real tax advan- 
tage, and an inequity was created as 
opposed to a taxpayer in a noncom- 
munity state. To be sure, community 
property taxpayers, especially in times 
of divorce or death, did not find in- 
come splitting to always work to their 
advantage outside the field of taxation. 


It would seem that the logical way 
to correct this inequity would have 
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been to deny the community property 
states the right to file on a split in- 
come basis. Logical, but not wise 
politically. If you denied the com- 
munity property taxpayer the right to 
split his income, he might not vote for 
you next election, but if you did allow 
the noncommunity property taxpayer 
the right to split his income, you have 
done him a favor and thus picked up a 
vote. 

In correcting the first inequity by 
this special provision, another in- 
equity popped up. The widow or 
widower had to be taken care of, so 
another provision was added—that if 
a widow or widower had dependent 
children they could split their income 
for two more years. 

Thus, only one more inequity re- 
mains to be corrected in this area. 
What about the single taxpayer? 
Why penalize him? Is it his fault he 
isn’t married yet? 


Maybe he has a 
dependent mother, and thus takes 


only the “head of household.” 

Thus, there is more eating away at 
the tax base with the inevitable rise in 
tax rates. 


Enough about some of the inequi- 


ties that exist in the special provisions, 
deductions, exemptions and credits. 
We could go on and on, but perhaps 
it would be more interesting to see 


who is ahead and who is hurt. Since 
we have no breakdown by any given 
classification we must speak in gen- 
eralities. 

If we look at the top tax bracket 
of 91 per cent with the overall limita- 
tion of 87 per cent, we shall assume 
that the rich are just about taxed out 
of existence. Not so, for the taxpayers 
with incomes over $100,000 paid a 
maximum effective rate of only 53 per 
cent—well below the 87 per cent limi- 
tation. How did they accomplish 
this? By using many devices: capital 
gains; oil, coal and timber royalties; 
multiple corporations; profit sharing 
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and pension plans; deferred salary ar- 
rangements; tax-free bond interest, 
etc. (May I add that if anyone did 
pay the 87 per cent limitation they 
should consult a tax man right away.) 


Now let’s look at labor—maybe 
they are bearing an unfair burden. 
But first consider some of the items 
they are getting tax free because they 
are not counted as income: All of the 
fringe benefits—free life insurance; 
paid medical expense; retirement and 
pension plans; low cost social and 
country clubs; free meals; purchase 
discounts; and don’t forget the sick 
pay exemption. All of these, together 
with their dependency deductions, 
lead us to believe that the effective 
tax rate paid by labor is not high— 
probably 8 per cent or less for a family 
of four earning $5,000. 


This leaves the group of from, say, 
$10,000 to $100,000, and it is this 
group that is probably hurt. Those 
in this group who are on salary have 
little chance for any of the business 
deductions, though they may be re- 
quired to make them. This group has 
had little chance to save and invest to 
any great extent, and thus these people 
are unable to take any real advantage 
of the capital gains. A $50,000-a-year 
income taxpayer will pay an effective 
tax rate of over 36 per cent—4¥ times 
the effective rate paid by the $5,000-a- 
year taxpayer; whereas the effective 
rate of 53 per cent paid by the over 
$100,000-a-year income taxpayer is 
only 1% times that paid by our 
$50,000-a-year man. 


Since it is fairly obvious to all that 
it is the middle-class taxpayer that 
needs help, the Republicans offered 
tax relief for small business as one of 
the planks of their 1956 platform. But 
this would only create more inequities 
and the cycle would be started once 
more. The Democrats, by offering to 
cut the lower-bracket tax rates, would 
blithely overlook all of the inequities 
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that they have compounded in the 
past, without lending help where help 
is needed. 

Well, there you have the problem. 
Correcting inequities has _ created 
others which, in turn, must be cor- 
rected. All of these corrections have 
lessened the income upon which the 
tax is based, and the rates have had to 
be raised to the detriment of the re- 
maining taxpayers. The fact that the 
over-all tax rate of all individual tax- 
payers was only 27 per cent of taxable 
income is proof that all of these spe- 
cial provisions have removed income 
from the tax base, some of which 
might have been taxed at the top 
bracket of 91 per cent. 

The 1954 Code which was supposed 
to straighten out the inequities and 
loopholes of the past seems to have 
merely made matters worse. Of the 


1954 Code, Jack Goedert, national tax 
authority, has this to say: 


“Our method of taxation as reflected 
in the present ‘Internal Revenue Code’ 
is perhaps the most complicated, in- 
equitable, unfair, impractical conglom- 
eration of taxing principles ever 
fostered by any government and ever 
imposed on any group of citizens.” 

Mr. Goedert is only one of a grow- 
ing group of tax men who are alarmed 
by the inequities in the present Code. 

Mr. T. Coleman Andrews, former 
Director of Internal Revenue, in an 
article in American Weekly has these 
strong things to say about the income 
tax: 

(1) It is discriminatory; (2) it is 
legalized confiscation; (3) it is de- 
stroying the strength and stability of 
America by destroying the middle 
class; (4) it costs too much for both 
taxpayer and government; (5) it is 
hopelessly complicated. No one un- 
derstands it; and (6) it is unstable as 
a revenue producer. 

While Mr. Andrews unfortunately 
offered no solution to the problem, 
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others have. There is, for example, 
an active group called the “Organi- 
zation to Repeal Federal Income Taxes, 
Inc.” But if we are to abolish income 
tax, how can we raise the necessary 
revenue? There are several other 
types of taxation that have been sug- 
gested. Some of the major ones are: 
(1) Transactions Tax; (2) Manufac- 
turers’ Sales Tax; (3) Retail Sales 
Tax; (4) a tax on gross income; and 
(5) a federal property tax. 

All of these taxes have serious 
drawbacks, especially at the federal 
level. 

We then come back to the original 
concept that a tax on income is the 
best approach to revenue raising. In 
its present hybrid form it is small 
wonder that the average taxpayer is 
wondering about his position in rela- 
tion to his fellow taxpayer. Be- 
wildered by the complexity of the 
present law, he is doubly antagonized 
at the thought of another taxpayer 
earning more than he, and paying less 
tax than he does due to special pro- 
visions. 


Is it any wonder then that many 
tax men are worried that in the not 
too distant futuré wholesale cheating 
on tax returns will be the order of the 


day? Possibly the situation might 
disintegrate to the point where there 
is a taxpayers’ strike such as France 


had. Remember that our income tax 
is a self-assessed tax involving over 
60 million taxpayers. If this multi- 
tude should decide that it is their 
moral right to cheat there is no pos- 
sible way for the government to police 
and check all of the returns. Rephras- 
ing Karl Marx: “There is only one 
way to kill Capitalism — by taxes, 
taxes and more taxes.” 

If the income tax is to survive it 
must be simplified ; it must be reduced 
to a code and regulations that are 
easily understood by any educated lay- 
man; and, above everything else, all, 
absolutely all, of the special provisions, 
exemptions, deductions and credits 
must be taken out of the Code or re- 
duced to such a bare minimum that all 
taxpayers can again respect the in- 
come tax law. 

Now who is going to do all of this 
reforming of the present tax code? 
Certainly not the privileged groups; 
certainly not labor unions or trade 
associations, and most certainly not 
the Republican or the Democratic 
party. It is going to be done by peo- 
ple like yourselves who may even 
have to give up certain privileges that 
you have under the present law; peo- 
ple like yourselves, who can foresee 
that major surgery is necessary within 
the next few years so that chaos does 
not overtake our system of taxation. 


[The End] 


INCREASES IN INCOME AND INCOME TAX 


After taking inflation into account, the “median” United 
States family income rose from $4,000 to $5,400 from 1947 to 
1959, according to the Tax Foundation, Inc. 


But, points out the foundation, the increase is not all 


that it seems. 


For families whose income about equaled the 


median in 1947, the federal income tax amounted to around 


$300 (in 1959 prices). 


For families whose income equaled 


the median in 1959, the federal income tax amounted to ap- 


proximately $612. 


Thus, even in dollars of constant purchasing power, the 
typical family’s individual income tax has more than doubled, 
while the median income has gone up to 35 per cent. 
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New Reporting Requirements 
on Foreign Subsidiary Operations 


By BURTON W. KANTER 


HE MOST SIGNIFICANT DEVELOPMENTS in our tax law 

affecting domestic companies’ foreign subsidiary operations are 
yet tocome. President Kennedy has recommended a complete change 
in the manner of taxation of income earned abroad through such 
operations, and the House Ways and Means Committee will hold 
hearings on these proposals beginning on June 5. But debate on the 
subject has just begun and, obviously, the ultimate form of any new 
legislation is a matter of conjecture at this moment. 

The subject of my talk, therefore, is not these proposals which 
may be next year’s laws. Nor do I intend to discuss generally the now 
fairly familiar methods for conducting international operations under 
our present tax rules. What I do intend to discuss is last year’s new 
law, and the applicable Treasury regulations, imposing reporting 
requirements with respect to a domestic company’s foreign subsidiary 
operations. 


Regulations Under Section 6038 Adopted Speedily 

The new reporting requirements were adopted as Section 6038 of 
the Internal Revenue Code on September 14, 1960. With speed rare 
for the Treasury Department, regulations under Section 6038 were 
proposed by October 28, 1960, commented on at public hearing on 
November 17, 1960, reconsidered by the Treasury, and finally adopted 
and promulgated on November 29, 1960. 

This speed was undoubtedly occasioned by the desire of the Treas- 
ury to put domestic corporations on a current reporting basis with 
respect to their foreign subsidiary operations for annual accounting 
periods beginning after December 31, 1960. The statute provides that 
no information would be required for any foreign subsidiary opera- 
tion’s accounting period “unless such information was required to be fur- 
nished under regulations in effect on the first day of such annual 
accounting period.” If the final regulations had been promulgated 
after December 31, 1960, no filing would have been required by a cal- 
endar year domestic corporation with its 1961 return for any foreign 
subsidiary operation on a calendar year or a fiscal year accounting 
period beginning after December 31, 1960. This would have meant 
that the first filing by such domestic companies would have been with their 
calendar year 1962 returns. If a domestic corporation operated on a 
fiscal year beginning after December 31, 1960, depending on the particular 
fiscal year and the annual accounting periods of the foreign subsidiary 
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operations for which filing would be re- 
quired, an additional year might have 
elapsed before any filing would have 
been required with respect to the foreign 
subsidiary. A sense of urgency to ob- 
tain the required information as soon as 
possible must, therefore, have impelled 
the Treasury in its efforts to promul- 
gate the regulations quickly. 


Who Must Furnish 
Required Information? 

The required information is to be 
furnished by the filing of a new infor- 
This form, 
however, is not yet available. (It is 
probably because of the desire to have 


mation return Form 2952. 


promulgated final regulations before 
December  F 1960, in order not to 
delay the first filings, the Treasury 
ignored the pleas of taxpayers at the 
public hearings that the regulations 
not be promulgated until after Form 
2952 was proposed and also comment- 
ed on, as has been the Treasury prac- 
tice in other instances.) 

Who must file the new information 
return? It is not the foreign subsid- 
iary corporation; it is the domestic 
parent. The domestic parent must file 
Form 2952 together with its own reg- 
ular corporate tax return. Separate 
copies of this form must be filed with 
respect to each foreign corporation 
which the domestic company controls 
and any foreign subsidiary of that 
controlled foreign corporation. 


Foreign Subsidiary Operations 


A foreign corporation which is resi- 
dent in and doing business in the 
United States or which has a “per- 
manent establishment” in the United 
States files a form of United States 
corporate tax return in the same man- 
ner as does a domestically organized 
corporation, but no filing of Form 
2952 is required by such foreign cor- 
poration with respect to any foreign 
subsidiary corporation it may control. 
No filing is required with respect to 
any foreign corporation owned and 
controlled directly by United States 
individuals, trusts or partnerships. 
And no filing is required by any do- 
mestic corporation which is not in 
control of the foreign corporation. 

For the present, the reporting re- 
quirements are applicable only with 
respect to a domestic corporation’s 
controlled foreign corporate opera 
tions. This f that 
many foreign operations 
conducted by United States interests 
still do not have to file returns or 
make any annual reports with respect 
to their operations or any transactions 
they may have with related United 
States businesses. 


means, of course, 


corporate 


For What Foreign Corporations 
Is Filing Required? 


With respect to what foreign cor- 
porate operations must Form 2952 be 
filed ? 

A domestic corporation must file 
with respect to all foreign corpora- 
tions which it controls. “Control” is 
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specifically defined as the ownership 
of more than 50 per cent of the voting 
stock of a foreign corporation. (For 
convenience of reference this level of 
controlled foreign corporation will be 
designated hereinafter in italics as 
a controlled foreign corporation.) No 
filing is required if the domestic com- 
pany owns 50 per cent or less of the 
voting stock of the foreign corpora- 
tion. Thus no filing is required if, for 
example, a domestic corporation owns 
50 per cent of the voting common 
stock of a foreign corporation and 100 
per cent of the outstanding nonvoting 
preferred stock (or a nonvoting sec- 
ond class of common, or debentures 
or other form of debt security) re- 
gardless of the relative aggregate 
values of the common stock and pre- 
ferred stock (or other) interests. A 
domestic company might well own 90 
per cent of the value of a foreign cor- 
porate operation through nonvoting 
preferred (or nonvoting common) 
stock and an additional 5 per cent of 
the value of the business through 50 
per cent of the voting common stock 
and still not be required to file with 
respect to the foreign operation. 
Conversely, a domestic company might 
own only a small portion of the value 
of a foreign business operation but 
do so through ownership of more than 
50 per cent of the voting stock of 
the business and thus be required 
to file. 


The domestic corporation not only 
must file with respect to any foreign 
corporation which it controls, but also 
must file with respect to any foreign 
corporation which is controlled by the 
controlled foreign corporation. In other 
words, if domestic corporation X owns 
51 per cent of the voting stock of 
foreign corporation Y, X must file 
with respect to Y. If Y in turn owns 
51 per cent of the voting stock of 
foreign corporation Z, X must also 
file with respect to Z. (For convenience 
of reference this second level of indi- 
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rectly controlled foreign corporation 
will be designated hereinafter in ital- 
ics as a foreign subsidiary.) 

Again, in terms of relative owner- 
ship interests, the burden of reporting 
may fall in a rather strange pattern. 


(1) If domestic corporation X owns 
51 per cent of the voting stock of 
foreign corporation Y, and Y in turn 
owns 51 per cent of the voting stock 
of another foreign corporation Z, the 
domestic corporation X in effect owns 
26 per cent of the voting stock of 
foreign corporation Z, and X must file 
with respect to both the foreign cor- 
porations, Y and Z. 


(2) If the domestic corporation X 
owns 50 per cent of the voting stock 
of foreign corporation Y, which in 
turn owns 100 per cent of the voting 
stock of another foreign corporation 
Z, the domestic corporation X in 
effect owns 50 per cent of the voting 
stock of foreign corporation Z, but it 
is not required to file with respect to 
either foreign corporation Y or Z. 


(3) If the domestic corporation X 
owns 90 per cent of the voting stock 
of foreign corporation Y, which in 
turn owns 50 per cent of the voting 
stock of another foreign corporation 
Z, the domestic corporation X in ef- 
fect owns 45 per cent of the voting 
stock of foreign corporation Z, but it 
is required to file only with respect 
to foreign corporation Y in which it 
owns 90 per cent of the voting stock 
and not with respect to foreign cor- 
poration Z, 

Other variations of this “numbers” 
game can, of course, quite easily be 
imagined. 


No Filing for 

Third Tier Foreign Corporation 
One of the significant omissions 

from the category of controlled for- 

eign corporate operations subject to 


the reporting requirements of the 
statute is that foreign corporations 
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below the second tier with respect to 
which no filing is required. Filing is 
required only with respect to a controlled 
foreign corporation and a foreign sub- 
sidiary but not with respect to any 
other foreign corporations indirectly 
controlled, for example, one in which 
the foreign subsidiary has more than 
50 per cent of the voting stock and 
so on downwards. Yet it is obvious 
that extremely important operations 
may be conducted by foreign corpora- 
tions in tiers below the foreign sub- 
sidiary. In fact it is quite possible, in 
some instances, that the only really 
significant corporate operations are 
being conducted below the second 
tier. 

For example, it would not be un- 
usual for a domestic corporation to 
have organized a “base” company in 
the Bahamas to control all of the do- 
mestic company’s foreign operations. 
The Bahamas corporation might have 
organized a Swiss subsidiary for the 
purpose of obtaining the benefits 
which might exist under treaties which 
Switzerland has with the United 
States and other countries, and to 
conduct the European sales opera- 
tions. The company in turn 
may have organized a French com- 
pany to conduct manufacturing opera- 
tions in the Common Market. In this 
case the domestic company would be 
required to report with respect to the 
controlled foreign corporation which is 
a Bahamas company and the foreign 
subsidiary which is the Swiss com- 
pany, but not with respect to the 
French company. 


Swiss 


Failure of the statute to require 
reporting with respect to foreign cor- 
porations below the second tier ob- 
viously opens the door to organization 
and perhaps reorganization of foreign 
corporate operations in such a fashion 
that the type of operations and transac- 
tions to be covered by any report will be 
conducted primarily by foreign cor- 
porations below the second tier. 


Foreign Subsidiary Operations 


Ways of Eliminating Reporting 

The genesis of the more-than-50 per 
cent-voting-stock rule is not apparent 
from the legislative history of Section 
6038. It may stem from a desire to 
avoid putting the domestic ownership 
interest in the position of having to 
make extensive disclosures with re- 
spect to a foreign corporate operation 
in which it has only a stand-off posi- 
tion with a 50 per cent foreign partner 
who might not desire to release the 
information. Many foreign operations 
have been organized on the basis of 
50-50 ownership of the stock of a for- 
eign corporation, and it is not difficult 
to conceive that a foreign partner not 
subject to United States law might 
well prefer not to have information 
furnished to the United States gov- 
ernment with respect to an operation 
in which it has equal voice. 

In any event the more-than-50 per 
cent-voting-stock rule prerequisite for 
filing will obviously lead some domes- 
tic companies to try to avoid the re- 
porting requirements by organizing 
future foreign corporate operations in 
a fashion to limit their ownership to 
50 per cent or less of the voting stock, 
but in a manner which will still pre- 
serve the effective control of the do- 
mestic company over the foreign 
operation. Domestic companies with 
established foreign subsidiary opera- 
tions in which they own more than 
50 per cent of the voting stock may 
now consider taking steps to reduce 
their ownership in a fashion to accom- 
plish these objectives. (Avoidance of 
the filing requirement does not, of 
course, preclude the Commissioner 
from obtaining any pertinent infor- 
mation desired on audit examination. ) 

One possibility may arise from the 
fact that a domestic company does not 
appear to have “control” of a foreign 
corporate operation under the statute 
if the domestic corporation does not 
have legal ownership of more than 50 
per cent of the voting stock of the 
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foreign corporation, even if the domes- 
tic corporation in fact controls the 
vote of other shareholders by agree- 
ment. Thus, there may exist the op- 
portunity of very simply retaining 
effective voting control through a con- 
tractual arrangement, perhaps in the 
form of a voting trust, where legal 
ownership of the voting stock is split 
50-50. A domestic company which 
now owns 51 per cent of the voting 
stock of a foreign corporation might 
sell 1 per cent to the other share- 
holders and with respect to that 1 per 
cent enter into a voting control ar- 
rangement. 


An alternative to a voting control 
arrangement may be a management 
contract to be given to the domestic 
company. Or possibly an agreement 
could be obtained for the domestic 
company to name a specific number 
of directors and thereby effectively 
control the operation. 


Another possibility might be for the 
domestic company which owns 51 per 
cent of the voting stock of a foreign 
corporation to take 1 per cent of this 
stock and separately incorporate it in 
another foreign corporation of which 
it would own 100 per cent of the voting 
stock, Form 2952 would be required 
with respect to the new foreign cor- 
poration since the domestic company 
would own 100 per cent of the voting 
But the new foreign corpora- 
tion would be a holding company with 
1 per cent of the voting stock of the 
operating foreign corporation, and if 
it does not receive any dividends or 
earnings, or have any transactions 
with any other company, the report 
on this new foreign corporation might 
be very simple and virtually meaning- 
After the transfer the domestic 
company would own only 50 per cent 
of the voting stock of the operating 
foreign corporation and presumably 
would not be required to file. It should 
be noted, however, that in the absence 
of prior approval of the transfer by 
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the Commissioner of Internal Reve- 
nue, the transfer would be subject to 
a 27% per cent excise tax upon any 
appreciation in value of the 1 per cent 
of the stock transferred. In many cir- 
cumstances, of course, this might be 
a relatively small amount. 

Perhaps an even more effective 
technique for accomplishing the ob- 
jectives and simultaneously avoiding 
the special excise tax on the apprecia- 
tion in value of the stock transferred 
might be for the domestic company to 
simply transfer the 1 per cent stock 
interest in the foreign operating com- 
pany to an existing or a newly formed 
domestic subsidiary. This transfer 
should qualify as a tax-free transfer 
and no approval from the Commis- 
sioner would be required. Neither the 
domestic parent nor the domestic sub- 
sidiary owning the stock in the for- 
eign corporation would, for purposes 
of the Section 6038 filing require- 
ments, own more than 50 per cent of 
the stock of the foreign corporation 
and neither would, therefore, be re- 
quired to file. 


Another approach could grow out 
of the phrase “the voting stock of a 
foreign corporation.” 
quired more than 50 per cent owner- 
ship of “the voting stock’’ determined— 
by number of votes or number of 


How is the re- 


shares? Suppose the shares of one 
class of stock were given two votes. 
If 1000 shares of Class A one-vote stock 
were issued and 1000 shares of Class B 
two-vote stock were issued, what would 
constitute more than 50 per cent of 
the voting stock? If “stock” is to be 
understood only in terms of the num- 
ber of shares, then 1001 shares would 
have to be held to give the owner the 
requisite control for filing purposes. 
But as few as 751 shares of the Class B 
two-vote shares would give the holder 
actual voting control. 


Still another possibility at time of 
organization might be to establish the 
foreign corporate operation as a sister 
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to the domestic company. For exam- 
ple, if the domestic company created 
the new foreign corporation with cash, 
the shares of the new foreign cor- 
poration could be distributed as a 
dividend to the shareholders of the 
domestic company. Then the domes- 
tic company would not have a foreign 
corporate subsidiary. 

Undoubtedly, numerous other types 
of transactions can be conceived of 
which could possibly result in the 
domestic parent avoiding the filing 
requirements. Oddly, the regulations 
contain no whether the 
Revenue Service would chal- 
lenge transfers deliberately made to 
avoid reporting. Nor do the regula- 
tions attempt to deal with the prob- 
lem of legally separate but related 
ownerships which fall outside the re- 
porting requirements but which in 
combination would give a domestic 
company more than 50 per cent owner- 
ship of the voting stock of the foreign 
corporation ; that is, there are no attri- 
bution rules provided for in either the 
statute or the regulations to deter- 
mine ownership for purposes of re- 
quiring reporting. The Treasury 
would probably have difficulty in get- 
ting the courts to look through trans- 
actions designed to avoid the filing 
requirements because the rule is a 
mechanical one, dependent on owner- 
ship, and ownership absent a secret 
agreement, regardless of any identity 
of interest, would normally be what 
it purports to be both legally and in 
fact. 


caveat as to 
Internal 


Penalties for Failure to File 
What are the penalties for failure 
to furnish the information required? 


In this case the sanctions are both 
economic and legal. The statute by 
reference to Section 7203 of the Inter- 
nal Revenue Code provides specifically 
for criminal penalties for willful fail- 
ure to file a required return. The 
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crime is a misdemeanor with possible 
imprisonment for not more than one 
year, or a fine of $10,000, or both. 


The regulations go further and also 
impose criminal penalties under Sec- 
tions 7206 and 7207 for the filing of 
false or fraudulent returns or the mak- 
ing of false or fraudulent statements 
on a return, The failure in the Code 
to specifically impose criminal sanc- 
tions in these latter two circumstances 
may have been inadvertent, but the 
regulations attempt to block this gap. 
Without the regulations provisions 
the mere filing of a return regardless 
of its contents might have effectively 
avoided criminal sanctions and left ap- 
plicable only the economic penalties. 
Whether this extension of the crimi- 
nal penalties beyond that specifically 
provided for by statute, if challenged, 
would be disapproved by the courts 
remains to be seen. Someone filing a 
return but purposely falsifying the 
return, nevertheless, may well have a 
substantial legal argument to support 
the position that no crime has been 
committed. 


The economic sanctions imposed 
are serious in the case of foreign oper- 
ations conducted in countries which 
impose substantial taxes. They are at 
present of virtually no significance if 
the domestic company’s foreign sub- 


sidiary operations are conducted ex- 
clusively, or almost exclusively, in 
countries. 


so-called “tax haven” 

Failure to file, or failure to file the 
information required, will result in a 
denial of a percentage of the foreign 
tax credit which might otherwise be 
available to the domestic parent cor- 
poration. The statute provides that 
in the case of failure to furnish any 
of the requisite information with re- 
spect to any controlled foreign corpo- 
ration or foreign subsidiary the amount 
of taxes paid or deemed to have been 
paid by “each controlled foreign cor- 
poration or foreign subsidiary with 
respect to which the domestic corpo- 
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ration is required to furnish informa- 
tion” shall be reduced by 10 per cent. 
It is not clear from this language of 
the statute whether the 10 per cent 
reduction applies only to the taxes paid 
or deemed to have been paid by the 
foreign corporation with respect to 
which the failure to file or failure to 
furnish the required information has 
occurred or whether the reduction 
would apply to taxes paid or deemed 
to have been paid by all foreign cor- 
porations with respect to which the 
domestic corporation had an obliga- 
tion to file or to furnish the required 
information, The regulations have 
resolved this ambiguity by holding 
that the 10 per cent reduction is not 
to be limited only to the taxes paid 
or deemed to have been paid by the 
particular foreign corporations with 
respect to which there is a failure to 
file or a failure to furnish the re- 
quired information. The regulations 
specifically state that the reduction 
shall be with respect to all of the 
taxes paid or deemed to have been 
paid by all of the controlled foreign 


corporations and foreign subsidiary cor- 
porations of the domestic company, 
including any foreign corporations 
with respect to which proper filing 
may have been made. 


There is also a further reduction in 
case of continued failure to file or 
failure to furnish the required infor- 
mation. After the Commissioner has 
given the domestic corporation 90 
days prior written notice demanding 
compliance there is an additional 5 per 
cent reduction during each three- 
month period, or fraction thereof, dur- 
ing which there is a continued failure 
to file or furnish the required informa- 
tion. This reduction occurs only with 
respect to the period subsequent to 
expiration of the 90-days notice. 


Since the reductions occur not only 
in case of a failure to file but also in 
case of a failure to accurately, pre- 
cisely and completely furnish the 
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required information (the statute pro- 
vides the information shall be fur- 
nished “at such time and in such 
manner as the Secretary .. . shall by 
regulations prescribe”) it would be 
possible to inadvertently incur this 
economic penalty. Asa result of com- 
plaint at the public hearings on the 
proposed regulations, the Treasury 
wrote into the final regulations author- 
ity for the Commissioner to waive a 
failure upon showing of reasonable 
cause therefor, Thus the final regula- 
tions provide that if the required re- 
turn has been filed, but there is an 
omission of, or error with respect to, 
some of the information required to be 
furnished, and it is established to the 
Commissioner's satisfaction that the 
omission or error was “inadvertent or 
for reasonable cause,” and the domes- 
tic company has otherwise substan- 
tially complied with the provisions of 
Section 6038, then the omission or 
error will not be considered a failure. 


Period for Which Returns Required 


For what period must the new in- 
formation return be filed? 


Filing is required by domestic cor- 
porations for their taxable years be- 
ginning after December 31, 1960. Filing 
with respect to the controlled foreign 
corporation is for that corporation’s 
annual accounting period beginning 
after December 31, 1960, and ending 
with or within the domestic parent’s 
taxable year. Filing with respect to 
the foreign subsidiary is for its annual 
accounting period also beginning after 
December 31, 1960, but ending with 
or within the annual accounting period 
of the controlled foreign corporation. 


“Annual accounting period” is de- 
fined to mean the annual period on 
the basis of which the foreign corpo- 
ration “regularly computes its income 
in keeping its books.” This, of course, 
assumes that the foreign corporation 
has established a regular accounting 
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period. Generally this will be true in 
the case of any large foreign corpo- 
rate operation, but it may not neces- 
sarily be true of a smaller foreign 
operation. Normally a domestic com- 
pany’s foreign subsidiary’s operating 
period will coincide with the domestic 
company’s own operating period. Some 
situations, however, can be envisaged 
where there is no such annual ac- 
counting period. Since the foreign 
corporation not doing business in the 
United States and having no income 
from United States sources is not re- 
quired to file any United States tax 
return, and since the operation may 
not have required any form of audit 
and could have simply maintained its 
books on a continuous basis, drawing 
off a trial balance whenever desired, 
it is possible some foreign corporate 
operations may not have any annual 
accounting period. What will be deemed 
to be the annual accounting period 
in such circumstances has not been 
answered by the Code or the regula- 
tions. If the foreign corporation has 
none, then presumably it will have 
free choice in the first instance as to 
what period it will adopt, but it will 
have to now establish such a period 
in order for its domestic parent to 
ultimately comply with the provisions 
of Section 6038. 

Now assume that the foreign cor- 
poration’s accounting period can be 
identified, let us examine the work- 
ing of the rules. 

For 1961, a calendar year domestic 
corporation would be required to file 
with its 1961 return with respect to 
each controlled foreign corporation and 
foreign subsidiary operating on a cal- 
endar year annual accounting period. 

Assume, however, a domestic corpora- 
tion X operates on a calendar year 
basis, but the foreign corporation Y 
which it controls operates on an April 
30 fiscal year and the foreign corpora- 
tion Z controlled by Y operates on a 
May 31 fiscal year, This means that 
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domestic corporation X would not be 
required to file in conjunction with its 
1961 return with respect to either of 
the foreign corporations. Domestic 
corporation X would then be required 
to file together with its 1962 return 
with respect to foreign corporation Y 
for its annual accounting period end- 
ing on April 30, 1962. However, for- 
eign corporation Z’s first annual 
accounting period beginning after 
December 31, 1960, begins June 1, 
1961, and ends May 31, 1962, after the 
close of foreign corporation Y’s an- 
nual accounting period ending April 
30, 1962. Thus, no filing with respect 
to foreign corporation Z would be 
required by domestic corporation X 
until it filed its 1963 return when it 
would also file with respect to foreign 
corporation Y which it controlled for 
Y’s period ending April 30, 1963. 


Suppose, however, a domestic cor- 
poration X operates on a calendar 
year; foreign corporation Y which X 
controls operates on a March 31 fiscal 
vear; foreign corporation Z which Y 
controls operates on a January 31 fis- 
cal year. Domestic corporation X 
would not be required to file with 
respect to either Y or Z with its 1961 
return. With its 1962 return X would 
file with respect to Y for the period 
ending March 31, 1962, and Z for the 
period ending January 31, 1962. 

Those who have no desire to file 
any returns earlier than required will 
wish to examine these rules very 
closely. A company, on the other 
hand, which would prefer not to be 
dealing with entirely different periods 
for filing may wish to explore the pos- 
sibilities of re-aligning the accounting 
periods maintained for its foreign sub- 
sidiary operations. 


Filing If Control Relinquished 


It was suggested before that some 


companies may turn to exploring 
various steps which might be taken 
to avoid the filing requirements. As 
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a partial block to any wholesale effort 
to relinquish “control” before any in- 
formation at all is furnished, the statute 
carefully provided that the requisite 
“control” is to be determined by ref- 
erence to the necessary ownership “at 
any time” during its taxable year for 
the domestic company and for the con- 
trolled foreign corporation during its 
annual accounting period. 


Now, assume a calendar year do- 
mestic corporation X, which controls 
a foreign corporation Y operating on 
an April 30 fiscal year. Further assume 
that domestic corporation X during 1961 
disposes of a portion of its interest in 
foreign corporation Y, relinquishing its 
“control” in Y. Will this avoid the 
necessity of the domestic corporation 
ever having to file with respect to for- 
eign corporation Y which it controlled 
during part of 1961, since the accounting 
period of Y with respect to which X 
would have had to file did not end in 
1961? The question is easier to pose 
than answer. The statute and the reg- 
ulations simply indicate that the do- 
company’s requirement for 
filing is with respect to its own tax- 
able year and for such year is with 
respect only to each foreign corpora- 
tion which it controls at any time 
during its own taxable year; but the 
period for which filing is required is 
only with respect to the controlled 


mestic 


foreign corporation's annual accounting 
period ending with or within the do- 


mestic taxable year. 
Thus during the taxable period of the 
domestic company in which the fiscal 
year of the controlled foreign corpora- 
tion ends, that is 1962, the domestic 
company no longer controls the for- 
eign corporation. This ambiguity is 
not clarified under the regulations. 


corpt ration’s 


Essentially the same problem would 
arise in case domestic corporation X 
did not dispose of control in foreign 
corporation Y, but Y which in turn 
another corpora- 


controlled foreign 


tion Z operating on a May 31 fiscal 
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year, disposed of its control of Z in 
1961. 


The required information is to be 
furnished for the entire annual ac- 
counting period of the controlled for- 
eign corporation or foreign subsidiary 
if the requisite control existed at any 
time during that period. Thus, for 
example, if a controlled foreign corpo- 
ration were on a calendar year and a 
calendar year domestic parent sold its 
controlling interest in the company to 
an unrelated calendar year corpora- 
tion early in the calendar year, both 
the selling and the purchasing corpo- 
rations would appear to be required 
to furnish the specified information 
for the entire year. From the point 
of view of the selling corporation 
which does not have control during 
part of the year the filing requirement 
could be an extremely severe burden 
which may be impossible for the do- 
mestic corporation to meet. Having 
relinquished control, the domestic cor- 
poration may no longer have access 
to the required information to be fur- 
nished for the period subsequent to 
disposition of its interest. 

Perhaps the Commissioner would 
consider such a circumstance reason- 
able cause for failing to furnish cer- 
tain information and thus not invoke 
either the criminal or the economic 
penalties for such a failure, but this 
hardly seems a proper position for 
taxpayer to be put in. Of course, in 
conjunction with the sale, the selling 
company required to report might 
bind the purchasing company to make 
the information available for the year 
in which the sale occurred, but this 
will often not be possible to accom- 
plish. 

It would seem more logical that the 
domestic corporation which has dis- 
posed of its controlling interest be 
required to furnish the information 
only for the portion of the final period 
in which it still had a controlling in- 
terest up to the date of disposition, 
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and require the purchasing corpora- 
tion to furnish the information for the 
balance of the period after its acquisi- 
tion of ownership. 


Treasury's Retroactive Application 


It should be noted at this point that 
despite the provisions of the statute 
and the regulations imposing the new 
filing requirement for the first time, 
the Treasury is now asking domestic 
corporations to complete with respect 
to each controlled foreign corporation 
and foreian subsidiary special Form 
10-362 with respect to 1959 account- 
ing periods covering in part what 
appears to be the same information 
that will be included in Form 2952, 
and also to furnish balance sheets and 
profit and loss statements for such 
corporations. This seems to be an 
attempt on the part of the Treasury 
to obtain certain information prior to 
the dates on which the filing of Form 
2952 would be required, and perhaps 
to block avoidance techniques which 
might otherwise be employed to avoid 
filing under Section 6038. 

While the Treasury expects an un- 
favorable reaction to its instructions 
to agents in the field to obtain infor- 
mation on the Form 10-362 for a 
period earlier than that provided for 
by statute under Section 6038, it has 
attempted to avoid any procedural 
questions as to the actual power to 
request the information by instructing 
agents to examine the domestic com- 
pany for 1959 and only request the 
information in conjunction with such 
an examination. 


The Treasury has indicated that 
with respect to Form 10-362 it will 
utilize its subpoena powers if neces- 
sary to force release of the desired 
information. This program is just get- 
ting under way and whether or not 
it will successfully furnish the Treas- 
ury the information it desires remains 
to be seen. 


Foreign Subsidiary Operations 


Information Required 
To Be Furnished 


What information is it that is re- 
quired to be furnished under Section 
6038 ? 

At the simplest level the informa- 
tion consists of : 


(1) The name and address of the 
foreign corporation. 


(2) Its principal place of business. 


(3) The date of incorporation and 
the place of incorporation. 


(4) Some description of the corpo- 
ration’s business. 


With respect to its stock the infor- 
mation required is: 


(1) A description of each outstand- 
ing class of stock. 

(2) The number of shares of each 
class outstanding at the beginning 
and at the end of the annual account- 
ing period. 

(3) The name and address of rec- 
ord shareholders who are citizens or 
residents of the United States, and 
which is a domestic corporation, own- 
ing at any time during the annual 
accounting period 5 per cent or more 
in value of any class of the corpora- 
tion’s stock. 

The requirement that only the rec- 
ord holder of shares must be shown 
means that no burden is imposed on 
the domestic company to ascertain the 
true ownership of shares, but it also 
means that true ownership of a large 
interest can be kept secret if record 
nominees are used so as to reduce all 
record holdings below the requisite 5 per 
cent in value. A substantial burden is 
imposed on the controlling corporation, 
however, by the use of value as a meas- 
ure for the requisite 5 per cent owner- 
ship. This means that a determination 
of value of the corporate stock must 
be constantly made during the annual 
accounting period to ascertain who 
among the record holders may be 5 
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per cent shareholders. If the foreign 
corporation shares are traded daily 
and the stock value fluctuates widely, 
this will be a considerable burden. 


The more serious and significant 
requirements are with respect to the 
foreign corporate operations. 


The amount of the corporation’s 
gross receipts and net profits before 
taxes are to be furnished. In effect 
this means a substantial accounting 
job to arrive at net profits and means 
giving due weight to various charges, 
including presumably charges for de- 
preciation and other items, in accord- 
ance with sound accounting principles. 
Sut there are significant differences 
in accounting and tax reporting prac- 
tices in various countries. Does this 
provision mean that the books of ac- 
count must now be revamped for 
reporting purposes to follow strictly 
United States tax reporting practices? 
Further, query: Could the charging 
off of various items, if extreme, be 
deemed to be a false or fraudulent 
misstatement even though there is no 
effect on tax whatsoever? 

Financial statements in the form of 
profit and loss statements and a bal- 
ance sheet are also required to be fur- 
nished with respect to each controlled 
foreign corporation and foreign sub- 
sidiary. 

In addition, the regulations call for 
providing an analysis of changes in the 
foreign corporation’s surplus accounts 
during the accounting period, show- 
ing opening and closing balances. 
Also called for as part of the balance 
sheet is a showing of the foreign cor- 
poration’s net worth. In effect this 
means there must be a determination 
of the accumulated earnings and prof- 
its of the company. 


The accounting systems of various 
countries differ considerably and the 
proper method of both bookkeeping 
and tax accounting in different coun- 
tries varies considerably from ours. 
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It is not clear from the regulations 
whether or not the accounting prac- 
tices followed by the foreign corpora- 
tion for local law purposes will be 
acceptable. All the regulations pro- 
vide is that the statements to be 
submitted may be prepared “in con- 
formity with generally accepted ac- 
counting principles”—but whose? If 
the generally accepted accounting prin- 
ciples must be those applicable for 
United States tax purposes, convert- 
ing the books from a different system 
to find the initial surplus may be ex- 
tremely difficult and burdensome. It 
would, of course, be far more satis- 
factory if the report might merely 
show surplus as reflected in the books 
and records of the foreign corpora- 
tion, leaving any necessary adjust- 
ments to be made for United States 
tax purposes at a later date, if neces- 
sary for any purpose, upon audit ex- 
amination. 


In addition to the foregoing, one 
of the most important provisions to 
comply with is that regarding the 
information about transactions be- 
tween the foreign corporation and the 
domestic corporation, between any of 
the domestic company’s foreign sub- 
sidiary operations, and between such 
subsidiary operations and any share- 
holder of the domestic corporation own- 
ing at the time of the transaction 10 per 
cent or more of the value of any class 
of stock outstanding of the domestic 
corporation. 


In the proposed regulations, it ap- 
peared that each transaction would 
have to be detailed. After complaint 
at the public hearings, the final regu- 
lations make clear that only a “sum- 
mary showing the total amount of each” 
type of transaction will be required. 


What are the types of transactions 
to be covered? Naturally, sales and 
purchases of inventory items; also 
purchases of property subject to de- 


preciation such as real estate, patents, 
contracts and the like; arrangements 
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for compensation and the compensa- 
tion to be paid for technical manage- 
rial and other forms of service; any 
form of commission paid or received ; 
any rents and royalties paid or re- 
ceived; monies loaned or borrowed 
other than on open account in the 
form of receivables with respect to 
purchases incurred and collected in 
the ordinary course of business; divi- 
dends paid or received; any interest 
paid or received; and any premiums 
received for insurance or reinsurance. 
(Special relief is afforded a domestic 
bank required to file by limiting the 
information required so that banking 
transactions on behalf of customers 
are not among the transactions re- 
quired to be reported.) 


Furnishing this information though 
burdensome, may not be too difficult 
with respect to transactions between 
a foreign corporation and the domes- 
tic corporation or between foreign 
subsidiary operations. Considerable 
difficulties could be encountered, how- 
ever, in meeting the requirement to fur- 
nish the information with respect to 
transactions between a foreign corpora- 
tion and the shareholders of the domestic 
corporation. In this instance, the do- 
mestic corporation is confronted with 
the problem of determining true “own- 
ership” of the stock and not merely 
record holdings, in addition to deter- 
mining the value of the shareholder’s 
interest at the time of each transaction. 


Inquiry will have to be made with 
respect to all transactions as to the 
possible ownership by the other party 
to the transaction of an interest in the 


domestic company, at the time of 
the transaction. Since the require- 
ments go beyond dealings with record 
holders and the domestic company 
must ascertain “ownership,” a bur- 
den is imposed without any truly 
effective means of the domestic com- 
pany, which must bear the burden, of 
protecting itself against any attempt 
to prevent ascertaining the informa- 
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tion. For example, suppose a large 
company was attempting to acquire 
an important interest in the domestic 
company and was doing business with 
the domestic company’s foreign sub- 
sidiary, it could if it wished prevent 
its ownership from being disclosed 
on the corporate records, yet the do- 
mestic company has a burden to report 
facts of which it is not aware. A strik- 
ing example of the difficulty which 
may be encountered grows out of the 
practice in various countries of per- 
mitting the issuance of bearer shares 
of equity stock in a corporation. A 
domestic corporation might well be 
unable to ever ascertain ownership 
at any given time if the shares are 
bearer shares. 


Conclusion 


The imposition of criminal and 
civil sanctions in case of failure to file, 
and failure to accurately furnish the 
requisite information makes the infor- 
mation reporting on foreign subsid- 
lary operations an extremely serious 
matter, Failures of this type in case 
of various other required information 
returns do not result in similar penal- 
ties. In the circumstances, if you 
have not already begun to establish 
procedures to obtain the required in- 
formation, you should immediately 
undertake to do so. The job of gather- 
ing the extensive information which 
will undoubtedly be required by Form 
2952 and of verifying the transactions 
which must be reported on will be 
substantial and cannot be delayed un- 
til the last moment. 

Serious criticism can be leveled at 
the requirements to furnish certain 
information and the burdens imposed 
upon taxpayers to gather such infor- 
mation in the detail demanded. None- 
theless, it is perhaps unfortunate that the 
reporting requirements have been ex- 
tended only to certain categories of for- 
eign corporations and that these may 


611 





perhaps be avoided by various means in 
many circumstances. If the purpose of 
gathering information is to provide the 
Treasury Department with a basis for 
finding those situations in which audit 
examinations should be undertaken, 


categories of subsidiary ownership 
which should be embraced under the 
reporting requirements should have 
been expanded beyond those covered 
by the present statute. 


Under the present reporting require- 


then certain of the information re- 
quirements could have been less ex- 
tensive and made easier to comply 
with, while still providing adequate 
disclosure for this purpose; but the 


ments the burden imposed on tax- 
payers may not be outweighed by the 
information and benefits to be ob- 
tained thereby. Let us hope not. 
[The End] 


FEDERAL ESTATE TAX NEWS 


The following items are selected from a recent report of 
the CCH Feperat Estate AND Girr TAx REPORTER. 

Trust interest of surviving tenant by entirety includible in 
estate.—Decedent and her husband transferred to a revocable 
trust certain realty originally owned by the husband but then 
held in tenancy by the entirety. They reserved the right to 
income for themselves and the survivor of them. The prior 
death of the husband rendered the trust irrevocable. A court 
of appeals held the entire trust property to be includible in 
the husband’s gross estate as a joint interest for which he 
furnished the entire consideration. Upon decedent’s death, 


one half of the trust property was includible in her gross estate 


as a transfer with a retained life estate—Hornor, TC. 


Jury finds gifts made in contemplation of death.—In accord- 
ance with the court’s charge, a jury found that transfers of 
stock by decedent to his son within one year of death were 
made in contemplation of death. The majority of the transfers 
were made just prior to his wife’s death. The Commissioner 
contended that estate tax avoidance was decedent’s dominant 
motive, since the son would ultimately receive the wife’s estate 
and decedent was faced with the estate tax on the combined 
assets of his own and his wife’s estate-—Robinson, DC N. Y. 


IRS recedes on date of creation of power issue.—The In- 
ternal Revenue Service has announced that it will follow the 
ruling of U. S. v. W. H. Turner, Exrx. (Est. of A. H. Turner), 
(CA-8) 61-1 ustc § 11,999. The court there held that the 
decedent’s husband had created for her a general power of 
appointment in 1935 when he entered into a settlement agree- 
ment with an insurance company. The IRS had argued that, 
since the husband had a power of revocation, the power in the 
wife was not created until the husband died in 1948. The court 
excluded insurance proceeds from the decedent’s estate on the 
ground that the general power had been created before and not 
after October 21, 1942. 


The IRS announced that it was revoking Rev. Rul. 278, 
1953-2 CB 267, and would give consideration to conforming 
Reg. Section 20.2041-1(e) to the Turner decision. 
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“One World” Concept 
v. Double Estate Taxes 


By H. WILLIAM CALLMANN 


The author is tax counsel for the law firm 
of Greene, Pineles, Callmann & Durr, New York City. 


STATE TAX TREATIES are presently in effect between the 

United States and 12 countries. Before such treaties can be 
signed, the Secretary of State submits the drafts of a tax convention 
with an explanatory report to the President of the United States “with 
a view to its transmission to the Senate to receive the advice and con- 
sent of that body to ratification, if the President approve thereof.” In 
these reports from the Department of State the recurring statement 
appears that “the imposition and collection of taxes upon the same 
estate by both the United States and a foreign country may, and often 
do, result in double taxation of a severe character.” 


Global Variety of Theory 


Double taxation in the field of estate taxes is of special complexity 
because of the variety of jurisdictional theories effective throughout 
the world. Domicile of the decedent and situs of the estate property 
are the most widely adopted principles in the application of death 
duties. The United States, Norway and Greece have added to the 
jurisdictional basis of decedent’s domicile that of the decedent’s 
nationality or citizenship. The basis of domicile has been replaced by 
Finland with that of mere residence, by South Africa with that of 
habitual residence. In Finland the residence of the beneficiary consti- 
tutes an additional predicate for the levy of death duties. Finally, in 
Japan the domicile of the beneficiary only (and not of the decedent) 
establishes local jurisdiction to tax. 


This global variety of legal theory—fascinating though it may be 
to the student—is fertile soil for confiscation’s close relative, that is, 
double taxation. Double taxation, in its extreme form, arises from the 
claim by more than one country, based upon different legal concepts, 
of jurisdiction to levy death duties on the entire estate of the decedent. 
It is the purpose of this article to consider this not infrequent effect of 
severe double taxation. 


Double Estate Taxes 





Credits Under Tax Treaties 


Our estate tax conventions allow 
certain credits against the federal es- 
tate tax for death duties paid to for- 
eign countries. The primary credit 
is allowed by the country which taxes 
on a general jurisdictional basis (domi- 
cile, nationality, etc.) for tax on prop- 
erty situated in the other treaty 
country. A further credit, known as 
the secondary credit, is contained in 
most of our estate tax conventions 
and is applicable when both treaty 
countries tax on a jurisdictional basis 
other than the situs of property, for 
example, domicile or residence (of 
decedent or beneficiary) or citizen- 
ship or nationality. This secondary 
credit provides that each state shall, 
in addition to the primary credit, al- 
low a credit for the part of the tax 
imposed by the other state on prop- 
erty “situated or deemed to be situ- 
ated” within both states or outside 
both territories. 

This secondary credit may suffer, 
however, from unfortunate limitations 
and may even be unavailable because 
of the language of the various tax 
conventions now prevailing. For ex- 
ample, the Estate Tax Treaty between 
the United States and France (effec- 
tive since 1949) provides the second- 
ary credit, “if the decedent is regarded 
by each of the contracting States as 
being domiciled in its own territory.” 
True, this clause covers a case of both 
contracting states taxing on a juris- 
dictional basis other than situs of 
property, that is, domicile. Yet, this 
clause is, by its terms, limited to 
double tax jurisdiction predicated 
solely on the basis of decedent’s 
domicile. Consequently, when France 
claimed jurisdiction through domicile 
and the United States through citizen- 
ship, the secondary credit in regard to 

* Rev. Rul. 56-251, CB 1956-1, 846. 

* This statutory credit is also available, as 


an alternative, in the event the foreign tax 
is imposed by a treaty country, but the stat- 
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property situated outside of both states 
as provided for by the treaty of 1949 
was held inapplicable." Other tax 
conventions are more or less broadly 
phrased in defining the prerequisites 
of the secondary credit. The conven- 
tions with Greece and the United 
Kingdom are, like the French treaty, 
limited to double jurisdiction through 
domicile, while the treaties with Fin- 
land and Japan more liberally include 
the concepts of citizenship and na- 
tionality. 

Thus, it can be generally stated 
that most tax conventions now in ef- 
fect between the United States and 
other countries contain provisions 
which sometimes, though not always, 
eliminate the burden of double taxa- 
tion when both contracting countries 
tax on a jurisdictional basis other 
than situs of property. 


Double Taxation for Lack of Treaty 

Absent an estate tax treaty between 
the United States and the taxing 
country involved, the avoidance of 
double taxation hinges on the appli- 
cation of the statutory credit provided 
in Section 2014 of the Internal Reve- 
nue Code of 1954. Section 2014 pro- 
vides, in effect, that where a decedent's 
property is situated in a foreign coun- 
try and subjected to a death tax by 
such country, a credit shall be al- 
lowed against the United States estate 
tax for such foreign death tax. This 
credit, however, is not allowable for 
a foreign death tax payable with re- 
spect to property situated outside the 
territory of the foreign country im- 
posing such tax, and thus fails to 
eliminate what may prove to be severe 
double taxation arising from two 
countries taxing the entire estate on 
a jurisdictional basis other than situs 


utory credit is more advantageous to the 


estate than the. credit under the treaty; 
Reg. Sec. 20.2014-4(a) (1). 
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of the estate property. Assume, for 
example, that a $500,000 estate is fully 
taxed, that is, wherever situated, by 
the United States because of the de- 
cedent’s United States citizenship and 
fully taxed, again wherever situated, 
by the foreign country because the 
decedent had been a resident of such 
foreign country, and that one tenth of 
the estate was situated in the foreign 
country with the entire balance of the 
estate assets situated in the United 
States—a set of facts by no means 
exceptional. In the absence of a 
satisfactory estate tax treaty appli- 
cable to such a situation, a most severe 
double taxation would result. The 


Total gross estate 


There were no debts or charges. 


Computation 


statutory credit of Code Section 2014 
would be strictly limited to the for- 
eign estate tax imposed upon that 
one tenth of the estate assets situated 
abroad, even though the foreign coun- 
try taxes the entire estate wherever 
situated on the jurisdictional basis of 
decedent’s residence. A credit against 
the foreign estate tax for the United 
States estate tax may, under the tax 
law of the foreign country, be non- 
existent or entirely inadequate to avoid 
severe double taxation. As a result, 
in accordance with the following com- 
putation, more than two thirds of the 
entire estate could be wiped out by 
estate taxation. 


. $500,000 


The entire estate was 


bequeathed to a person not related to the decedent. 


The Federal Estate Tax, after exemption and credit for state 
inheritance taxes, but before any credit for foreign death 


duties, amounts to 


Foreign estate tax (estimated) ® 


$114,100 
250,000 


Total United States and foreign taxes, before United States 


credit 


Less United States credit for tax attributable to property in 


$364,100 


foreign country (valued at 1/10 of estate = $50,000), 
under Section 2014 of the Code, limited to lower United 
States tax (no foreign tax credit available) 


Total United States and foreign taxes 


Specially Disturbing Situation 


For a number of reasons, extreme 
double taxation in regard to estates 
becomes harsh reality if the Federal 
Republic of Germany is the foreign 
country claiming a jurisdictional basis 
for unlimited taxation of a decedent’s 
estate on account of his having been a 


* This estimate of the foreign estate tax 
applies a rate of 50 per cent which lies 
roughly between the estate tax rates in ef- 


Double Estate Taxes 


resident of the foreign country at the 
time of his death. The singularly dis- 
turbing situation in the case of West 
Germany has been brought about: 

(1) because, regrettably, no estate 
tax convention has yet been concluded 
between West Germany and _ the 
United States ; 


fect in the United Kingdom and in 
Federal Republic of Germany. 


the 





(2) by reason of a peculiar pro- 
vision in the German tax law * which 
creates the legal fiction in the form 
of an irrefutable presumption that any 
person who stays in Germany for a 
period exceeding six months is deemed 
to be a resident of Germany and thus 
amenable to unlimited taxation.’ The 
decedent’s intentions with respect to 
residence or domicile become imma- 
terial upon the expiration of the six- 
month period.® That this six-month 
period may be extended, as a matter of 
grace, to a period of one year hardly 
softens the rigidity of the basic rule; 
and 


(3) by a strict limitation of the 
credit allowable against the German 
estate tax for the foreign (for ex- 
ample, United States) estate tax in 
the event that the decedent was con- 
sidered a resident of Germany at the 
time of his death.’’ Under this rule, 
certain foreign (for example, United 
States) assets of the greatest value 
cash, bank accounts, stocks and bonds 

must be disregarded in computing 
the ratio between foreign and total 
estate assets, that ratio determining 
that part of the German estate tax 
against which a credit for the foreign 
(United States) estate tax may be al- 


lowed. This limitation on the allow- 
able credit against the German estate 
tax practically eliminates it as a 
source of relief in most of the supposi- 
titious or actual cases. 


Closing Remarks 


It is only normal that the commer- 
cial interests of a country would be 
more concerned with the avoidance 
of double taxation in the field of in- 
come taxes than they are in regard 
to death taxes. “Decedents have no 
lobby.” * Yet, it is depressing to find 
that today, more than 15 years after 
the United States, under the able 
leadership of Eldon P. King, began 
to engage in a broad estate tax treaty 
program, cases; of almost confiscatory 
double taxation may still occur, for 
example, for lack of an estate tax 
treaty with an important country of 
the western world. As cogently stated 
by one of our wisest tax scholars: 
“Each jurisdictional basis of taxation 
has a happy capacity of its own for 
being quite logical, but in an era of 
high rates the effects of logic become 
too grim to behold . The taxing 
power must beat a retreat one way 
or another from its habit of reaching 
out in all directions.” ® [The End] 


‘It often amazes me when | contemplate that this nation, which has 
shown sufficient ingenuity to harness the atom, orbit a satellite, and 
hurl a man through space, seemingly lacks the ability to raise rev- 
enues for the public treasury by means other than a mass of laws 
which are confused, contradictory, arbitrary and inconsistent.’’—R. J. 
Price, executive vice president, Charles O. Ingmire, Inc., before 


the House Committee on Ways and Means on May 17, 


1961. 





*Sec. 14 Tax Adjustment Act (“Steueran- 


passungsgeset2”), of October 16, 
amended. 

* This right of unlimited taxation applies, 
in regard to the estate tax, to assets wher- 
ever situated (Sec. 8 German Inheritance 
Tax Law, “Erbschaftsteuergesetz,”’ of August 
22, 1925, as amended on April 1, 1959). 

* American tax law presumes an alien to 
be a nonresident; Inc. Tax Reg. Sec. 1.871-4 
(b); even a 12-year stay in a foreign coun- 
try failed to establish residence in the ab- 
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sence of true intention to such effect; so 
decided against Commissioner of Internal 
Revenue in Fifth Avenue Bank of New York, 
Exr., Est. of M. Fisher, 36 BTA 534. 

*Sec. 9 German Inheritance Tax Law 
(“Erbschaftsteuergesetz”), cited above. 

* Carroll, “Double Taxation Conventions 
Concluded by the United States since 1939,” 
Studies in International Tax Law, pp. 25, 77. 

*Randolph E. Paul, Federal Estate and 
Gift Taxation (1946 Supplement, Sec. 2.16). 
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This month's Thoughtful Tax Man is James R. Lyons, attorney 
in the Business Insurance Department of the State Mutual 
Life Assurance Company of America, Worcester, Massachusetts. 


N GENERAL, the tax on improperly accumulated earnings as 

imposed by Sections 531-537 of the Code is assessed only upon 
those earnings and profits that have been retained beyond the reason- 
ably anticipated needs of the business. 


The tax is not based on amounts improperly accumulated in prior 
years but pertains only to current surpluses. In addition, $100,000 
may be accumulated improperly before the tax must be reckoned with. 
After applying this credit, the rate is 27% per cent on the first addi- 
tional $100,000 found improperly accumulated and 38™% per cent there- 
after. 

The tax is generally applicable to family, one-man and closely 
controlled corporations. The size of the amount accumulated in rela- 
tion to the apparent needs of the business and the manner in which 
this sum is used generally will be determining factors. 


Note that it is not what is spent but what is accumulated that 
determines whether the tax will be imposed; therefore, when a corpo- 
ration owns insurance on the life of a stockholder to fund a stock 
retirement agreement, focus will not be on the amount spent on the 
premium but, instead, on the amount of yearly increase in the cash 
values of the insurance policies. 


In spite of the fact that a great many stock redemption agree- 
ments are in existence today upon advice of able counsel, people are 
still unwilling to use such plans. This reluctance may be based on the 
fact that there are no cases directly in point on the question of whether 
an improper accumulation arises, of itself, when insurance or other 
accumulated means are used to fund stock redemption agreements. 
The celebrated Emeloid case held only that money spent on key-man 
insurance was not borrowed capital subject to an excise profits tax. 
The rationale of this case, however, affirmed the proposition that a 
proper corporate business purpose was served when insurance was 
procured to indemnify the corporation for the loss of a key employee. 
This proposition has generally been relied upon to give rise to a 
proper business purpose when insurance is used for stock redemption 
purposes. 


Thoughtful Tax Man 





Another case relied upon is the Gen- 
eral Smelting Company case in which 
no improper accumulation was found 
when the corporation maintained an 
insurance policy on an employee to 
recoup losses suffered on bad debts 
incurred by the employee. 


Recently, the Fourth Circuit Court 
of Appeals set down a realistic decision 
which should strengthen the rationale 
of these two cases and which should 
dispel any fears about using the cor- 
poration as the purchaser in stock 
purchase agreements. The court in 
Mountain State Steel Foundries, Inc. v. 
Commissioner, 60-2 ustc 9797, 284 F. 
2d 737 (CA-4), reversing CCH Dec. 
23,522(M), 18 TCM 306, held that a 
stock redemption can be for a valid 
corporate business purpose and, there- 
fore, using accumulated funds for 


such a purpose is justified. 


In the Mountain State Steel case, a 
partnership was incorporated after the 
death of one of its principal partners. 
The stock was divided equally be- 
tween the widow and the remaining 
active partner. The widow was made 
a director but took no active part in 
the conduct of the business. 


Subsequently, she desired more in- 
come than that provided for by the 
dividends. The other stockholder was 
more interested in the expansion of 
the business. Therefore, the widow 
commanded that the business be sold. 


No buyers were available, but finally 
it was agreed that the corporation 
would buy out the widow for cash 
plus long term notes. 


The Commissioner alleged that the 
use of the corporation’s current year 
income to fund the stock redemption 
resulted in an unreasonable accumu- 
tion subject to the penalty tax because 
the stock purchase served no corpo- 
rate purpose. In addition, the Com- 
missioner claimed that since the par- 
ties knew that a bigger tax burden 
would arise if the remaining stock- 
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holder took dividends and individually 
made the purchase, this further ne- 
gated any possible corporate purpose 
for the stock redemption. 

The Circuit Court found that the 
use of the stock redemption to recon- 
cile the desire of the widow to sell 
the business and the desire of the re- 
maining stockholder to keep the busi- 
ness going, not only for his own sake 
but for the benefit of all employees 
involved, served a proper corporate 
purpose, The fact that a corporate 
purchase was less costly than an indi- 
vidual purchase, financed through div- 
idend income, was immaterial. There- 
fore, in the absence of other factors 
showing an unreasonable accumula- 
tion, the stock redemption, of itself, 
does not justify such a finding. 


The court specifically endorsed the 
rationale of the Emeloid case in “that 
corporate disbursements to pay insur- 
ance premiums to provide a fund with 
which to purchase stock from the 
estate of the person whose life is in- 
sured do serve a corporate business 
purpose.” In addition, the court stated 
that “disbursement of the created fund 
in purchasing the stock serves the 
same purpose.” 


While a stock redemption may not 
always be free of the penalty tax, this 
court has dispelled many prior mis- 
conceptions by stating that: “The 
fact of the redemption, of itself, how- 
ever, furnishes no basis for imposi- 
tion of the Section 102 tax (now Sec- 
tion 531). In the circumstances in 
which they were made, the disburse- 
ments in payment of the stock, them- 
selves, do not support a finding that 
they were withdrawn from excess 
funds accumulated from earnings be- 
yond reasonable corporate need. Nor 
is the situation altered by the fact that 
the Strattons may have been aware 
that travel along another route would 
have cost something more in taxes. 
If they had a choice of routes, they 
were not required to choose the one 
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which would be most costly to them 
in taxes.” 


In addition, the court felt that when 
Congress acted and set forth in Sec- 
tion 302 the tax consequences of a 
disproportionate partial redemption 
of stock from a decedent’s estate and 
when it gave favorable tax treatment 
under Section 303 to a redemption of 
stock to the extent of the estate tax, 
etc., Congress did not intend to penal- 
ize the corporation for doing the fa- 


It stated that any impairment of capi- 
tal is measured when the corporation 
actually makes the payments at which 
time the rights of creditors would be 
considered. The fact that no surplus 
existed at the time the agreement was 
entered into does not render the agree- 
ment illusory and hence _ invalid. 
Therefore, the notes given as part of 
the purchase price were valid and the 
deductions for interest thereon are 
sustained. 


vored act. 

The court also reversed the Tax 
Court holding that an impairment of 
capital resulted from the redemption. 


The solicitor general has just indi- 
cated that he will not file for certiorari 
thus giving this case added weight 
and importance. [The End] 


STATE TAX NEWS 


INCE 1955 state revenue from tobacco taxes has risen more rapidly 

than from any other source. The Tax Administrators News reports 
that over the five-year span, state tobacco tax collections doubled, 
rising from $496 million in 1955 to $994 million in 1960. With the 
adoption of higher cigarette tax rates by ten states in the early months 
of 1961 and a continued rise in cigarette tax consumption, state tobacco 
tax collections are certain to pass the billion-dollar mark this year. 


The ten states and their respective increases are as follows: 
Alaska, from five to eight cents per pack, effective July 1, 1961 ; Idaho, 
from five to six cents per pack, effective July 1, 1961; Illinois, from 
three to four cents per pack, effective May 1, 1961; Missouri, from two 
to four cents per pack, effective May 1, 1961; Nevada, from three to 
seven cents per pack, effective July 1, 1961; New Mexico, from five to 
eight cents per pack, effective July 1, 1961; Washington, from six 
to seven cents per pack, effective April 15, 1961; West Virginia, from 
five to six cents per pack, effective July 1, 1961; Wyoming, from three 
to four cents per pack, effective May 20, 1961; and Maryland, from 
three to six cents per pack, effective July 1, 1961. However, after 
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July 1, 1961, no political subdivision 
of Maryland will have any authority 
to levy a cigarette tax. Any general 
or local law which grants or purports 
to grant such authority to a political 
subdivision is repealed on that date. 
While all state taxes contributed to 
the climb in revenue in 1955-1960, the 
percentage rise in tobacco tax collec- 
tions was substantially greater than 
that in yields from other taxes. While 
tobacco tax collections doubled be- 
tween 1955 and 1960, sales taxes rose 
53 per cent and motor fuel taxes 34 
per cent on a calendar-year basis. On 
a fiscal-year basis, income taxes rose 
85 per cent and alcoholic beverage 
taxes 38 per cent. According to 
Bureau of the Census fiscal-year fig- 
ures, the ratio of state tobacco tax 
collections to total state tax collec- 
tions, rose from 4 per cent in 1955 to 
5.1 per cent in 1960. New adoptions 
and tax rate increases accounted for 
a major portion of the increase in 
aggregate tobacco tax yields. 


Allocation of Multistate Income 


The following article by John A. 
Wilkie is a discussion of income ap- 
portionment of unitary construction 


businesses. The author is research 
economist with the Wisconsin De- 
partment of Taxation in Madison. 


N CONNECTION with state cor- 

porate net income taxes one of the 
main problems is the allocation of 
multistate income. There is the prob- 
lem of determining whether a busi- 
ness is unitary? In addition, if the 
business is unitary, there is the prob- 


*This discussion is based upon a review 
of Wisconsin income tax returns of some 
102 construction corporations for their fiscal 
years of 1947 to 1952. This group covers 
not only firms engaged in building con- 
struction, but also in highway, pipeline, 
piping construction; installation of boilers, 
industrial furnaces, elevators, water filtra- 
tion plants, telephone equipment, utility 
transmission lines, sprinkler systems, con- 
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lem of determining what proportion 
of apportionable income should be 
attributed to sources within a given 
state? This discussion deals with 
such problems as they relate to the 
construction business.* 


In performance of income-produc- 
ing functions in connection with con- 
struction work the greater part of the 
work is performed on the job site, 
and each job is bid upon and per- 
formed as a separate undertaking. 
The actual construction work on one 
job is largely independent of and does 
not contribute to the construction 
work on another job. However, there 
are a number of activities which are 
usually conducted on a centralized 
basis and provide definite economies 
in operation and, therefore, each con- 
struction job is not the same as a 
completely separate business opera- 
tion. Many construction firms will 
have not only a central office but a 
central warehouse where machinery 
and equipment are stored when not 
in use on some particular job and 
when in need of repair or maintenance 
by special personnel employed for 
that purpose. Such machinery and 
equipment may be procured by a 
central buying office which employs 
expert personnel familiar with the 
quality and prices of such items as 
offered by various suppliers. In addi- 
tion to central procurement, storage 
and maintenance of such equipment 
there may also be planning of its 
utilization on various jobs and when 
not being used for its rental to some- 
one else. Full utilization of such ma- 
chinery and equipment of course 


veying systems and parking meters; and 
special contract work such as road paving, 
dirt moving and excavating, hydraulic dredg- 
ing, tree trimming, electric welding, con- 
crete reconditioning, creosoting, heating, 
plumbing, air conditioning, painting, elec- 
trical work, plastering, masonry flooring, 
roofing and siding, carpeting, insulating and 
conversion of gas systems. 
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spreads overhead costs over a larger 
volume of output. Also, in some cases 
machinery and equipment for a job 
will be leased from someone else be- 
cause of the greater cost of trans- 
porting one’s own machinery and 
equipment to a particular job site. 
Certain types of machinery and equip- 
ment which would be too costly to 
own and maintain for use on infre- 
quent occasions may be owned and 
maintained where a_ construction 
firm’s activities are on a large scale 
involving enough jobs of a nature as 
to keep such equipment utilized or 
leased out most of the time. The 
equipment may include not only that 
which is used directly in construction 
work but also indirectly, such as cen- 
tral shop equipment for repairing and 
maintenance of mobile machinery and 
equipment, and for production of cer- 
tain fabricated products which are 
used on the particular jobs. It may 
also include mobile units to serve as 
field offices or trailers to house men 
on the job. The use of available ma- 
chinery and equipment must be co- 
ordinated. When it is being used at 
one job site it cannot be used at an- 
other job site; a costly delay on one 
job may be due to waiting for ma- 
chinery or equipment being used in 
some other job. 


The central office may also procure 
and store various materials and sup- 
plies which are used either in connec- 
tion with the operation of machinery 
and equipment or in direct connection 
with the construction work it per- 


forms. Unused materials on one job 
may be used on another job, and by 
central buying better terms can be 
secured from suppliers, and because 
of a better credit position, advantage 
can be taken of special offers by sup- 
pliers, and seasonal fluctuations in 
prices. The planning and decisions 
are also made as to whether material 
or equipment to be used on a given 
job will be procured locally in the 
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vicinity of the job site. This involves 
a study of local suppliers and com- 
parison with other suppliers taking 
transport costs into consideration. 


By central planning and procure- 
ment operations less capital may be 
tied up in materials or equipment, 
thus decreasing finance charges and 
providing a more rapid turnover of 
equity capital. 

In general or special construction 
work the central office may also per- 
form numerous other activities related 
to such functions as credit-rating of 
customers; collecting from customers ; 
maintenance of accounting records 
except for certain original records 
made at the job site; financing done 
centrally with local payroll and local 
suppliers being disbursed out of a 
special disbursement account set up 
for that purpose only (all collections 
going into a general fund) ; insurance 
including public liability, property 
damage, workmen’s compensation, 
unemployment, and old age may all 
be administered centrally; prepara- 
tion of taxes reports and payment 
thereof; and others. Advertising and 
promotional activity may be done on 
a nation-wide and regional basis. 

The various jobs may be supervised 
by men who are handling several jobs 
at one time. This means that their 
services must be co-ordinated between 
jobs. The manner in which such 
service is performed as between dif- 
ferent jobs may effect the operations. 
The supervisors may also be subject 
to certain central controls which may 
in effect expedite construction work 
on one job while letting another job 
be delayed. Central procurement op- 
erations may give priority to one job 
over another in obtaining supplies as 
well as manpower. Wage policy and 
standards of employment including 
overtime operations may be controlled 
centrally even though related to the 
local labor market. Even in manufac- 
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turing, wage rates vary between 
plants even though the productivity 
per man-hour may be the same or 
approximately the same. Yet the two 
plants together with the main office 
and sales organization may be a uni- 
tary business. 

In job estimating and bidding the 
work may be performed by a central 
staff and the estimating and bidding 
may be so conducted that they are 
related to the results of other con- 
tracts being performed or having been 
completed in the current period and 
not entirely independent thereof. A 
poor estimate and bid on a job may 
effect the estimating and bidding on 
another during the course of the 
same year’s operations. A “loss” on 
a job in one state may thus be par- 
tially or wholly made up by a “profit” 
on a job in another state. To extend 
its business into a new area a firm 
may consciously bid low to obtain 
the job depending upon other jobs in 
established areas to maintain an over- 
all favorable earnings position. 


In addition to the above the central 
organization may perform all inspec- 
tion activities on all jobs during and 
at the end of the job to assure the 
contractor that proper standards are 
being met. Also, experimental and 
research work may be undertaken on 
a centralized basis to provide better 
and more economical methods of per- 
forming various construction opera- 
tions including the using of various 
new types of machinery and equip- 








3ased upon a survey of Wisconsin cor- 
porate taxpayers for the 1949-1950 fiscal 
year, there were in the contract construc- 
tion business an estimated 686 taxpaying 
corporations or 6.62 per cent of the total 
number reporting. These taxpayers had a 
total net taxable income of $12.76 million 
or 1.96 per cent of the total net taxable 
income. Six of these corporations account 
for 3.51 million taxable income. Four of 
these six were engaged in business in more 
than one state and of the four all but one 
reported on a separate accounting basis. 
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ment, as well as the using of new or 
substitute materials. Studies may 
also be made of ways to organize and 
administer its operations more eco- 
nomically including the specialization 
of labor, the utilization of machinery 
and equipment, the methods of financ- 
ing and procuring, and _ personnel 
relations. 


Thus, there may be situations among 
construction firms where many of the 
activities are related to each other 
and contribute to each other, espe- 
cially where they are controlled or 
performed by a centralized unit. Such 
activities may be of such magnitude 
and qualitative importance that the 
entire operation should be considered 
as a unitary business. On the other 
hand, the various central controls and 
overhead operations may be so “nomi- 
nal” in cost and qualitatively unim- 
portant that each job should be 
handled as a separate business ven- 
ture. 


From the above, it may be con- 
cluded that a corporation engaged in 
construction work may conduct its 
operations in two or more states in 
such a manner as to constitute a uni- 
tary business.2 In such cases of 
unitary construction business a uni- 
form reasonable apportionment for- 
mula should be used by all states 
involved.’ California uses the three- 
factor formula of tangible property, 
payroll, and receipts or revenue. Min- 
nesota instructions provide that a 
Minnesota corporation which engages 


Of the remaining 680 construction taxpay- 


ing corporations about 15 per cent or 100 
engaged in business in more than one state. 
Of this 100 about 55 per cent reported on 
a separate accounting basis and 45 per cent 
reported on an apportionment basis, 

* Fred L. Cox, “Uniformity to State In- 
come Tax,” The Comptroller, February 1953, 
Controllers Institute of America, 1 E, 42nd 
Street, New York 17, New York, recom- 
mends uniform formula for apportioning 
income of corporations engaged in con- 
struction. 
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in construction work without the 
state may be subject to apportionment 
on the income derived from such ac- 
tivities. In practice, under Wisconsin 
law the taxpayers file on an appor- 
tionment basis using a two-factor for- 
mula of property and sales, or a 
three-factor formula of property, cost 
of operations and sales. The cost of 
operations may be confined to goods 
used and wages and salaries without 
any overhead. The receipts factor 
would be computed on a percentage 
completion basis. Payroll would be fig- 
ured on the basis of compensation for 
services rendered during the taxable 
year. 


Since property (capital) and labor 
are important income-producing fac- 
tors in construction work it is logical 
to include them in a uniform appor- 
tionment formula. In addition to 
them, however, a_ receipts factor 
should be used to give recognition to 
the positive role of effective demand 
in revenue being realized. Without 
such demand in the place of construc- 
tion there would be little activity 
which uses capital and labor. 


The unitary construction taxpayer 
should, of course, use the same method 
in each state involved for determining 
the amount of total net apportionable 
income. This means that the report 
is made either on a completed job 
basis or incompleted basis uniformly 
in all states. Cost plus contracts 
would be figured on an accrued basis 
in all states. In addition to this, 


HOUSE APPROVES TAX BILL 


“Joint Ventures” should be treated 
similarly by all states. If specifically 
segregated, the property shouldn’t be 
included in the property factor and 
some overhead expense should be 
allocated thereto. If the proceeds are 
treated as apportionable then prop- 
erty or any fraction thereof equivalent 
to fractional interest therein should 
be included in the property factor. 
Similarly for payroll. 


Equipment which is leased and 
used in the unitary operations should 
be included in the property factor to 
the extent used. Allocation of value 
by the state necessitates at least a 
rough time record of its use on proj- 
ects in the various states. Equipment 
which is owned or leased may be 
leased out or subleased, in which case 
the property would be included in the 
property factor for only that portion 
of the year it was used in unitary 
operations unless the rentals were 
treated as apportionable due to their 
small magnitude or difficulty in segre- 
gating the expenses related thereto. 


Fees secured for the rendition of 
engineering services would be in- 
cluded in the receipts factor and 
apportioned on the basis of where 
such services were performed. 


Where the operations of the con- 


struction business in two or more 
states are non-unitary in character 
(where overhead is both nominal in 
amount and qualitatively unimportant), 


separate accounting should be used. 


The House would amend Code Sec. 170 to allow a contri- 
bution up to 30 per cent of adjusted gross income for individual 
contributions to foundations, funds, trusts or corporations if 
they are organized and operated exclusively for distributing 
their net earnings to churches, educational organizations, hos- 


pitals and certain medical research organizations. 


The first 


donee organization would be required to be one with a purpose 
to distribute its net earnings for each taxable year on or before 
the fifteenth day of the third month following the taxable year. 
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Taxation of Corporations 


Massachusetts Taxation of Corpora- 
tions. Herman Stuetzer, Jr. Little, 
Brown and Company, 34 Beacon 
Street, Boston, Massachusetts. 1961. 
152 pages. 

The Massachusetts law relating to 
the taxation of business corporations 
is extremely complex, and Mr. Stuet- 
zer has made a valuable contribution 
to better taxpayer understanding of 
this law. 


Robert T. Capeless, Commissioner 


of Corporations and Taxation says, 
“the Tax Department cannot give its 
total approval to every last word Mr. 
Stuetzer has written on this subject. 
It can and does, however, offer testi- 
monial to its general agreement with 
what he has to say and to acknowl- 
edge his great competency to speak 
even on those matters which repre- 
sent areas of differing opinions.” 


The author is a CPA associated 
with the Boston office of Lybrand, 
Ross, Bros. & Montgomery. 


Canadian Estate Tax 


A Review of the Estate Tax Act. 
W. Ivan Linton. Canadian Tax Foun- 
dation, 154 University Avenue, To- 
ronto 1, Canada. 1961. 29 pages. $1. 

This is a new edition of a book first 
published in March, 1959. It is a dis- 
cussion of the act by the Adminis- 
trator of Estate Tax, Department of 
National Revenue, Ottawa. 
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National Tax Association 

1960 Proceedings of the Fifty-Third 
Annual Conference on Taxation. Edited 
by Walter J. Kress. National Tax 
Association, 905 Payne-Shoemaker 
Building, Harrisburg, Pennsylvania. 
711 pages. $15. 

This volume contains the proceed- 
ings of the fifty-third annual confer- 
ence on taxation. At this meeting the 
association discussed a number of 
pertinent tax topics such as property 
taxes, state fiscal problems, tax re- 
search, the impact of recent Supreme 
Court decisions on multistate taxa- 
tion, commuters and the railroad tax 
problem, taxation of railroads and 
utilities, local permissive taxes, fed- 
eral income tax problems, state sales 
and use taxes, federal income taxes 
and economic behavior. 

The liveliest session was the one 
discussing the Supreme Court deci- 
sions in the Northwest Portland Cement 
and the Stockham Valves cases. Mr. 
Floyd E. Britton’s paper called this 
situation “Taxation Without Repre- 
sentation Modernized.” 


Cleveland Tax Institute 


Western Reserve Law Review, Vol- 
ume 12, Number 2 (Symposium). The 
School of Law of Western Reserve 
University, Cleveland 6, Ohio. 1961. 
Pages 141-433. $3. 

This issue contains the entire pro- 
ceedings of the Third Annual Cleve- 
land Regional Tax Institute in Octo- 
ber, 1960. 
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Meetings of Tax Men 
Southwestern Legal Foundation In- 
stitute. — The Legal 
Foundation will sponsor an institute 
on procurement and government con- 
tracts September 21 through Septem- 
ber 23 in Dallas. Some of the topics 
to be discussed are: “Background and 
Current 


Southwestern 


Government Contracting 


Trends”; “Compliance with Plans and 
Specifications”; and “Subcontract 
Clauses.” Additional information is 


available from the Southwestern Legal 


Foundation, Hillcrest at Daniels, 
Dallas, Texas. 

Colby College Estate Planning and 
Tax Institute-——The Eighth Annual 


Estate Planning and Tax Institute 





will be held on August 7 and 8 at 
Colby College in Waterville, Maine. 
Idaho State Tax Institute. — The 
Third Annual Idaho State Tax Insti- 
tute will be held on the Idaho State 
campus in Pocatello, Idaho, on Sep 
22 and 23. The 
sponsored by Idaho State College, the 
Idaho State 
Idaho 


\ccountants. 


tember institute is 
Bar Association and the 
Society of Certified Public 

Public Accountants Society of Ohio. 

The thirty-third annual convention 
of the Public Accountants Society of 
Ohio will be held at the Sinton Hotel 
Ohio, September 14 
through September 16. 


in Cincinnati, 





“It's been pretty tough for us to find qualified science 
teachers, but | have managed to get an application from a 
qualified single man who has majors in mineralogy and 


geography. 


He will come on certain terms. 


One of them is 


that we require regular trips to Las Vegas as a condition 
to his teaching classes on desert vegetation and animal life."’ 
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Send for These Handy 
Desk Helps Today! 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave. 
Chicago 46, IIl. 


Send the quantities of CCH books indicated 
at prices quoted (Remittance with ordet 
saves postage and packing charge.) 


Fill in 
Amt 


l FEDERAL ESTATE TAX REG 
ULATIONS, as of June 1, 1961 (1123) 
Prices: 1-4 copies, $1.50 ea 4 5-9, $1.30 ea.; 
10-24, $1.20 ea.; 25-49, $1.10 ea.; 50-99, 


$l ea 

2 FEDERAL GIFT TAX REGU 
LATIONS, as of June 1, 1961 (1124) 
Prices: 1-4 copies, $1 ea.; 5-9, $.90 ea.; 
10-24, $.85 ea.; 25-49 $.75 ea.: 50-99, 
$.70 ea 


_] Quote prices on larger quantities with 
our imprint 

_] Remittance herewith ] Bill us 

Subscribers for CCH’s Current Law Handybooks 


receive both of these booklets and should order 
only for extra copies. ) 


Signature & Title 
Firm 
Attention 
Street Address 
1123—634 


City, Zone & State 


If ordering by letter or purchase order, 
please attach this card.) 


Ready this Month 


Two Brand-Ne 
Federal Esi 


Many important change: 
tax regulations since they we 
copy of the amended regulat 
can have these timely, need 


reference. 


FEDERAL EST, 
As 


Complete and practical, | 
information you vitally need 
It places at your fingertips 
estate tax problems. It’s defi 
“sure” when working with e: 


of contents, topical index, he 


FEDERAL GII 
A: 


This is the tax aid that 
concerned with gift taxes. C: 
is the full official text of the 
up-to-date, it provides invalt 
gives needed facts to facilitate 
table of contents, topical in 


Order Your Copies Today 


Use the handy, tear-off | 
today will be rushed to you 


Authoritative—Both C« 


CCH, Pro 


Rin? Mmmwmohonooo 


4025 W. PETERSON 


New CCH Desk Aids on 
state and Gift Taxes 


nges have been made in federal estate and gift 
were originally adopted in 1958. An up-to-date 
rulations has become a necessity, and now you 


ieeded rules right at hand for quick and easy 


STATE TAX REGULATIONS 
As of June 1, 1961 


‘al, this brand-new CCH tax help gives you the 
weed for current estate, will and trust matters 
tips authoritative facts for sound handling of 
definitely a “must” for anyone who needs to be 
h estate taxes. About 128 pages, 6” x 9’, table 


¢, heavy paper covers. Price, just $1.50 a copy 


GIFT TAX REGULATIONS 
As of June 1, 1961 


that should be within easy reach of everyone 
Concisely arranged in this one compact source 
the federal Gift Tax Regulations. Completely 
valuable tax information in a specialized area; 
tate program planning. About 112 pages, 6” x 9%”, 
| index, heavy paper covers. Only $1 a copy 


xday for Prompt Delivery Upon Publication! 


off Order Card attached. The copies you order 
you promptly after publication late this month 


h Commerce Clearing House Publications 


ODUCTS, COMPANY, 


Nt Yh ny ~ MRMWMANY \ SS SS 


SON AVENUE, CHICAGO 46, ILLINOIS 





